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Insurance Industry Developments— 1999/2000
Keeping in Tune With the Realities of the 
Business Environment
What is the purpose of this Audit Risk Alert?
This Audit Risk Alert helps you expand your knowledge and un­
derstanding of the business environment in which your clients 
operate. This Audit Risk Alert also helps you provide top-quality 
audit services to your clients in the insurance industry, and helps 
you provide relevant information to those clients, thus adding 
value to the business decision-making process. This information 
will bolster your audit planning efforts in considering industry 
matters. Moreover, this Audit Risk Alert helps you analyze and 
interpret relevant information and converging information.
If you understand what is happening in the insurance industry, 
and you can interpret and add value to that information, you will 
be able to offer valuable service and advice to your clients. This 
Audit Risk Alert assists you in making solid and rapid strides in 
gaining that industry information and understanding it.
It is best to read this Audit Risk Alert in conjunction with the AICPA 
general Audit Risk Alert— 1999/2000 (Product No. 022250kk). To 
order, call the AICPA Order Department at (888) 777-7077.
Industry and Economic Developments
What are the current and emerging economic and industry trends?
A  Robust But Slowing U .S . Econom y
The U.S. economy remains strong. Although the current eco­
nomic growth is not as vigorous as it was in the 1980s, the eco­
nomic expansion currently being experienced is the longest since
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the end o f World War II. M ost o f the standard indicators o f 
health for the U.S. economy point to excellent macroeconomic 
conditions. Despite this robust economic activity, inflation is the 
lowest in a generation. At the same time, unemployment is very 
low and U.S. workers have posted strong gains in productivity. In 
spite o f this activity, however, the booming U.S. economy has 
been exhibiting signs o f slowing recently, as consumers began 
moderating their spending.
Consumer Spending and Business Investment: The Keys to 
Strong Economic Growth
Much of the current growth in the U.S. economy can be attributed 
to the deregulation and tax cutting that occurred in prior years. 
Furthermore, consumer spending and business investment have 
been the keys to the nation’s economic strength. Also, the U.S. 
economy increasingly relies on exports to fuel its overall growth.
Consumer Spending High, Savings Rate Low. The underlying 
factors that drive consumer spending are strong. Low unemploy­
ment and rising real incomes have boosted consumer confidence, 
resulting in increased purchases o f goods, including new homes 
and automobiles. Although real disposable personal income is 
growing, the personal savings rate is the lowest since the Great 
Depression. The decline in personal savings has prompted much 
discussion of its causes and potential implications for the economy.
Business Investment. Growth in business investment spending, 
which typically peaks in the early years of an economic expansion, 
has actually accelerated during the current expansion. A number 
of factors appear to be responsible for this investment boom, in­
cluding investment in new technology and the low cost of capital.
Problems and Risks Lurking Behind the Rosy 
Economic Picture
Many economists believe positive conditions will continue 
through 2000, giving us yet another year of economic expansion. 
Nevertheless, underlying problems exist in the U.S. economy, de­
spite its apparent strength. These problems include exorbitant
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consumer debt, a vulnerability to foreign financial crises, a nega­
tive savings rate, and most important, the growing trade deficit.
Record-Setting Trade Deficit H arm ful to Economy. The strong 
economy and the flood of imports into the country have created 
a record-setting U.S. trade deficit (the measure of all goods, ser­
vices, and money flowing into and out o f the nation). This 
trade deficit reflects the big difference between the powerhouse 
U .S. economy and the sagging economies o f many foreign 
countries. Foreign companies and investors target the healthy 
U .S. economy with their products and with their investment 
dollars. Often, foreign countries devalue their currencies and 
dump their products into the U.S. market at cheap prices. The 
United States has become a nation that consumes more than it 
produces. The flood o f imports has contributed toward the dra­
matic decline in this country’s industrial plant, manufacturing 
base, steel industry, textile industry, electronics industry, and 
other sectors o f the economy.
The vast deterioration that has occurred in numerous U.S. indus­
tries may very well be a harbinger of deeper economic problems 
to come. Moreover, the huge trade deficit is a major problem 
that, combined with a falling stock market or a falling dollar, 
could cause an economic crisis in the United States.
Insurance Industry Perform ance
The insurance industry continues to be affected by a soft, mature 
market. Overall, the U.S. insurance industry continues to face 
stiff competition, both domestically and globally, and reports flat 
earnings, while overall stock prices appear to be lower than those 
o f previous years. Also, insurance enterprises are investing in 
technology as they look for avenues to expand distribution, in­
crease efficiency, and control costs.
Consolidations, Mergers, and Acquisitions
A significant amount o f acquisitions o f insurance businesses 
continues in both the life and health and property/casualty in­
dustries. Although significant merger activity exists, a Conning
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&  Co. study indicated that insurance mergers and acquisitions 
have decreased from the prior year, primarily as a result of a great 
number o f megamergers that occurred in 1998, including the 
General Reinsurance merger with Berkshire Hathaway and the 
Travelers merger with Citicorp. The only mega-merger that oc­
curred in the first half o f 1999 was the transaction between 
Aegon and Transamerica.
An overcapitalized industry, pressures on profit margins, and a 
saturated market are among the factors contributing to the con­
tinuing merger and acquisition activity. This consolidation trend 
is expected to continue as companies strive to enhance effective­
ness through economies o f scale, strengthen their competitive ad­
vantage, and increase size and access to additional products, 
markets, and distribution.
Property and Casualty Insurers
For property and casualty insurance enterprises and reinsurance en­
terprises, premium volume only rose slightly over last year. Loss ra­
tios, however, rose slightly as well.1 Some believe that these results 
were caused by pressure on rates. An active 1999 hurricane season 
may hurt insurers’ bottom lines. Catastrophes that occurred in the 
international property casualty arena were also significant.
Executive Summary— Industry and Economic Performance
• Although strong, the booming U.S. economy has been exhibiting 
signs of slowing recently.
• The trade deficit is a major problem that, when combined with a 
falling stock market or a falling dollar, could cause an economic crisis.
• Earnings are generally flat and competition is intense in the insur­
ance industry. In addition, merger and acquisition activity contin­
ues, albeit at a slower pace than in past years.
• Premium volume and loss ratios have risen slightly for property and 
casualty insurers.
1 An expression in terms of ratios of the relationship of losses to premiums.
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Life and Health Insurers
The life insurance industry is experiencing a change in customer 
demographics and migrating consumer preferences. The baby- 
boom generation is more interested in asset-accumulation prod­
ucts with tax-deferred features than the protection products that 
had been popular in the past. This has caused life insurers to 
move towards products such as annuities, variable life insurance 
linked to equity instruments, and other retirement products.
U.S. life insurers’ earnings remain healthy mainly as a result o f in­
creases in account values associated with asset accumulation 
products. The life insurance industry’s overall asset quality re­
mains strong as a result o f the past several years o f strong equity 
and bond markets and low interest rates.
M utual Insurance Company Restructuring. The difference be­
tween mutual insurance enterprises and stock insurance enter­
prises is attributable to the differences in ownership. The mutual 
enterprise is owned by policyholders whose insurance contracts 
provide their rights as insureds and as members o f the mutual in­
surance enterprise. Many mutual insurance enterprises are seek­
ing enhanced financial flexibility and better access to capital 
markets to support long-term growth and accomplish strategic 
initiatives.
In light of these economic factors as well as increased competition 
and regulatory considerations, certain mutual insurance compa­
nies have demutualized or formed mutual insurance holding 
companies (MIHC). Currently, the trend has been more substan­
tial in the life insurance industry than the property casualty in­
dustry. Almost all states have some form o f demutualization 
statute. Typically, these laws contemplate a direct or full reorgani­
zation of the mutual insurer to a stock form. In accordance with 
some demutualization statutes, eligible policyholders receive pol­
icy credits, stock, policyholder benefits, cash, or subscription 
rights as consideration for their membership interest.
An alternative to demutualization is for a mutual insurance enter­
prise to form an M IHC in jurisdictions that permit this kind of 
organization. The mutual insurer is converted to a stock enterprise
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and becomes a stockholder-owned entity that operates as a sub­
sidiary of the newly formed M IHC. All o f the initial stock of the 
reorganized enterprise is issued to the M IHC, and governance of 
the M IH C is established by the former mutual insurance enter­
prise’s board of directors. Most of the past demutualizations and at 
least one o f the past M IHC conversions have been accompanied 
or followed by an initial public offering. The AICPA Accounting 
Standards Executive Committee (AcSEC) is currently studying 
the accounting and reporting issues associated with these transac­
tions and anticipates that an exposure draft o f a statement address­
ing these issues will be available in early 2000. See the AICPA Web 
site at www.aicpa.org for the status of AcSEC projects.
Life Insurance Product Development. The fixed annuity market 
has become quite stale as a result of low interest rates. Competi­
tion in the asset accumulation market, through variable products, 
is fierce. Customers, whose objective is to maximize yield on in­
vestments, are faced with a wide variety of investment products. 
Such products include fixed and variable annuities, which life in­
surers have been selling for many years. A traditional fixed de­
ferred annuity provides for a fixed rate o f interest over some 
specified period, with the insurance enterprise bearing the invest­
ment risk associated with the cash received, which is invested in 
the insurance enterprise’s general account assets. A traditional 
variable annuity provides for the passage of all investment risks to 
the policyholder, with no guarantees of return of principal, mini­
mum interest rates, or minimum death benefits.
Over the past several years, annuity products with nontraditional 
terms have been and continue to be developed. These products 
may have both fixed and variable features, or other nontraditional 
features, such as the following:
• Variable annuity contracts with a guaranteed return of 
principal, or a guaranteed return o f principal plus mini­
mum stated interest rate
• Fixed-annuity contracts with a guaranteed minimum in­
terest rate plus a contingent return based on some internal
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or external index, most often the Standard &  Poor’s 500 
Stock Index (equity indexed annuities)
• Contracts that provide for the return of principal and in­
terest if held until maturity, or a specified “market-adjusted 
value” if  surrendered at an earlier date (market-value- 
adjusted annuity).
It is now common practice for annuity companies to entice in­
vestors looking for higher returns with sales inducements. For ex­
ample, in recent years, insurance companies started offering an 
increased interest crediting rate, or “teaser interest” rate, in the 
initial period(s) of an annuity contract, as a way of attracting new 
business. At the end of that period, the crediting rate is reset to 
renewal rates equal to or lower than renewal rates on nonteaser 
interest annuities. A common example of a teaser interest-product 
is a fixed, single-premium deferred annuity that offers an addi­
tional one percent crediting rate in the first policy year. A similar 
sales inducement would be a back-ended bonus provision earned 
by the customer after a specified period of time. Such provisions 
are also called persistency bonuses.
The features, including the accounting aspects, of these nontradi­
tional contracts are many and complex. Accordingly, you should 
be alert to the existence of these new products and sales induce­
ments. AcSEC is currently studying the accounting and reporting 
issues associated with these new products. The FASB Derivatives 
Implementation Group is addressing the accounting issues re­
lated to certain insurance-related products. See the “Accounting 
Issues in the Spotlight: Staying Informed on Hot Topics” section 
of this Audit Risk Alert for further information.
M arket Conduct. As a result of the complex nature of life insur­
ance products, the ability of an insurance enterprise’s agents to 
properly and accurately explain the product being sold during a 
“sales pitch” has become extremely important. Additionally, since 
those who sell insurance products generally receive a commission 
on sale, the incentive to churn insurance business has become 
more prevalent. Churning is the practice o f enticing a policy­
holder to change policies or insurance companies in order to give
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an agent another commission. Many times, the new policy does 
not enhance the benefits allowed the policyholder. Within the 
past five years, a number of insurance companies have been sued 
as part o f class-action lawsuits.
The financial exposure attributable to these lawsuits can be sig­
nificant to an insurance enterprise. You may wish to discuss with 
your insurance clients the controls in place to ensure proper agent 
conduct, including use o f approved sales materials, and test the 
operating effectiveness o f those controls. You may also want to 
evaluate litigation exposure in connection with market conduct 
and ensure that the insurance enterprise is properly reporting any 
liabilities and contingencies and making sufficient disclosure of 
the facts and circumstances and the possible range o f loss in ac­
cordance with Financial Accounting Standards Board (FASB) 
Statement o f Financial Accounting Standards No. 5, Accounting 
for Contingencies.
Executive Summary —  Life and Health Insurers
• Life insurers are moving towards annuities, variable life products 
linked to equity instruments, and other retirement products.
• Life insurers’ earnings are healthy and asset quality remains strong.
• A trend toward demutualizing or forming MIHC is occurring in the 
industry. AcSEC expects to issue an exposure draft of a statement ad­
dressing the accounting and reporting issues associated with this 
trend in early 2000 A.D.
• Auditors should be alert to the existence of nontraditional annuity 
products, which are gaining prominence in the industry. AcSEC is 
currently studying the accounting and reporting issues related to 
these products.
• Auditors may wish to discuss with insurance companies the controls 
in place to ensure proper agent conduct, including use of approved 
sales materials, and test the operating effectiveness of those controls. 
Auditors may also want to evaluate litigation exposure in connection 
with market conduct and ensure that the insurance enterprise is 
properly reporting any liabilities and contingencies and making suf­
ficient disclosure of the facts and circumstances and the possible 
range of loss in accordance with FASB Statement No. 5.
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Reinsurance Market
Loss ratios2 for most reinsurers have grown significantly of late, 
along with a growth in premium volume. A number believe that 
the major contributor to these results is a rising volume of busi­
ness written on a quota-share3 basis rather than an excess-of-loss4 
basis, and enterprise reserve strengthening. Market consolidation 
continued to occur in the reinsurance industry as a result o f a 
competitiveness that is being driven by the excess capacity. Ac­
cording to A.M. Best, the top four reinsurance groups now ser­
vice more than one-third of the world’s reinsurance demand.
Alternative Risk Vehicles. Property and casualty insurers are ex­
ploring the capital markets as a way to finance risks and provide 
liquidity needed to grow their businesses. Insurers are looking to 
the capital markets as an alternative to traditional reinsurance. 
Some of the products include catastrophe-linked structured notes 
and traded catastrophe options. Reinsurers also are looking at op­
portunities provided by the capital market and have begun to 
take on capital-market risks. Examples include protecting compa­
nies against financial risk, such as foreign exchange and commod­
ity price changes.
Auditors need to evaluate these kinds of transactions carefully to 
determine whether to account for the transactions under the in­
surance or reinsurance GAAP models, or as a financial instru­
ment. Some of these transactions may need to be accounted for 
under FASB Statement No. 133, Accounting for Derivative Instru­
ments and Hedging Activities, when it becomes effective (see the 
“Accounting Issues in the Spotlight: Staying Informed on Hot 
Topics” section of this Alert for a discussion of FASB Statement 
No. 133). The FASB EITF agenda committee is discussing 
whether accounting issues associated with these products and 
others like it exist and whether they need to be addressed.
2 An expression in terms of ratios of the relationship of losses to premiums.
3 A reinsurance of a certain percentage of all the business or certain classes of or parts 
of the business of the reinsured.
4 A kind of reinsurance contract in which the reinsurer pays all or a specified percent­
age of a loss caused by a particular occurrence or event in excess of a fixed amount up 
to a stipulated limit.
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Auditors should be aware of any potential audit risk, such as val­
uation, associated with these transactions and their related con­
solidation issues.
Executive Summary —  Reinsurance Market
• Loss ratios have risen for reinsurers, due possibly to a rising volume of 
business written on a quota-share basis, and to reserve strengthening.
• Reinsurers are taking on capital-market risks, including protecting 
companies against financial risk, such as foreign exchange and com­
modity price changes. Auditors need to evaluate these transactions 
that take on capital-market risks carefully to determine whether to 
account for the transaction under the insurance or reinsurance 
GAAP models, or as a financial instrument.
• The FASB EITF agenda committee is discussing whether account­
ing issues associated with these products exist and whether they need 
to be addressed.
The Financial Services World Continues to Change Dram atically
The financial services industry continues its phase of consolida­
tions and mergers, although at a slower pace than in the previous 
year. The financial services industry is changing rapidly and fun­
damentally. Banks, insurance companies, mortgage servicers, bro­
kerages, mutual funds, credit card issuers, and finance companies 
are involved in sweeping mergers and acquisitions across the 
country and worldwide. Companies at all levels of the industry 
are merging.
In addition to the consolidations taking place, the different sec­
tors within the financial services industry are converging. The in­
surance industry, brokerage industry, banking industry, and other 
financial sectors are losing their distinctiveness, leaving one 
industry— financial services.
Financial Services Bill Becomes Law
Legislation to modernize U.S. financial services laws was signed 
into law after much negotiation and compromise by legislators 
and among the banking, insurance, and securities industries.
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The Financial Services Act o f 1999  repeals the Glass-Steagall 
laws and permits banks, insurance companies, and securities 
firms to affiliate with one another. The measure will spark com­
petition among financial services companies giving consumers a 
wider choice o f products and $ 15 billion in savings, according 
to the U.S. Treasury Department. Additionally, the bill is ex­
pected to improve the global competitiveness of U.S. financial 
services firms.
Changes in Distribution
As a result of the consolidation of the financial services industry, 
sales o f insurance products are no longer limited to the tradi­
tional agent. Investment brokers, banks, and other financial insti­
tutions are entering the distribution channels. Internet sales are a 
further complication.
Generally, Internet sales have been limited to the simpler insur­
ance products, such as auto and term life insurance. However, in­
surance companies that are able to market and sell more 
complicated products over the Internet may have a distinct com­
petitive advantage in the years to come.
Help Desk—In an attempt to develop greater credibility for 
electronic commerce conducted on the Internet and expand 
the base of assurance services that CPAs can offer, the CPA 
WebTrust Seal of assurance was developed by the AICPA. The 
WebTrust Seal provides assurance to online customers that the 
business entity behind the Web site is legitimate and adheres to 
a standard set of business practices and controls. Specific infor­
mation on obtaining WebTrust certification can be obtained 
by calling the AICPA at 212-596-6146, or by ordering the 
AICPA Assurance Services Alert, CPA WebTrust—1999 (Product 
No. 022232kk) at (888) 777-7077. In addition, we will soon 
be publishing a Practitioner s Guide to conducting WebTrust en­
gagements. Check with the AICPA for the status of that guide.
Insurance enterprises, in order to compete and be successful, 
must identify the most effective distribution channel for their 
products. Relying on traditional means for distribution could be 
detrimental to the success o f insurance companies. Auditors
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should be cognizant of this issue and may want to discuss its im­
pact on the insurance enterprise’s ability to be successful.
Globalization
Globalization continues to affect the size and appearance of the 
leading insurance groups. Many insurers are looking beyond tra­
ditional U.S. markets for new opportunities. Asia’s financial diffi­
culties, the European Monetary Union (EMU), capitalism in the 
former Soviet bloc, and the strengthening and privatization of 
many Latin American economies present risks as well as new and 
complex opportunities.
For example, well-capitalized European companies are aggres­
sively seeking U.S. insurers, partly because there are fewer regula­
tory restrictions overseas. Changes in the tax code put U.S. 
companies at a notable disadvantage with their foreign counter­
parts and certain differences exist between the U.S. insurance ac­
counting model and other countries’ accounting models.
U.S. Accounting and International Accounting
Difficulties may arise when the U.S. accounting model is applied 
to non-U.S. insurance products, such as unit-linked products or 
non-U.S. participating contracts. To address some of those con­
cerns, the International Accounting Standards Committee 
(IASC), an independent private-sector body, is working to achieve 
uniformity in the accounting principles that are used by businesses 
and other organizations for financial reporting around the world. 
In April 1997, the IASC set up a working group of practitioners 
and industry representatives from various countries to develop in­
ternational accounting standards for insurance transactions. The 
project addresses accounting for insurance contracts (or groups of 
contracts), rather than all aspects of accounting by insurance en­
terprises. The IASC expects to expose an issue paper in the fourth 
quarter of 1999. You can check on the status of that issue paper by 
visiting the IASC Web site at www.iasc.org.uk.
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Executive Summary —  Dramatic Changes in the Financial 
Services World and Globalization
• The insurance industry, brokerage industry, banking industry, and 
other financial sectors are losing their distinctiveness; one industry— 
financial services—is emerging.
• The Financial Services Act o f 1999 was signed into law, permitting 
banks, insurance companies, and securities firms to affiliate with 
one another.
• Insurance companies that are able to market and sell more compli­
cated products over the Internet may have a distinct competitive ad­
vantage in the years to come.
• Many U.S. insurers are looking beyond traditional U.S. markets for 
new opportunities. In addition, some European companies are ag­
gressively seeking U.S. insurers.
• The IASC expects to expose an issue paper during the fourth quarter 
of 1999 that addresses international accounting standards for insur­
ance contracts.
Audit Issues
What are the prevailing audit issues this year?
Mergers and Acquisitions
A business combination, according to Accounting Principles 
Board (APB) Opinion No. 16, Business Combinations, results 
when a corporation and one or more incorporated or unincorpo­
rated businesses are brought together into one accounting entity. 
The single entity that results carries on the activities of the previ­
ously separate independent enterprises. The auditing and ac­
counting issues that arise out o f corporate consolidations are 
numerous and varied. Auditors should evaluate the accounting 
for merger-related transactions. Significant financial statement 
misstatements can result if the management of the combined en­
terprise improperly values assets or mishandles the complicated 
accounting for the merger.
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Guidance Specific to Insurance Enterprises
Some believe inherent conflicts exist between the concepts in the 
present insurance model o f FASB Statement Nos. 60, Accounting 
and Reporting by Insurance Enterprises; 97, Accounting and Reporting 
by Insurance Enterprises for Certain Long-Duration Contracts and for 
Realized Gains and Losses from the Sale o f Investments; and 113, 
Accounting and Reporting for Reinsurance o f Short-Duration and  
Long-Duration Contracts; and the APB Opinion 16 purchase 
method. As a result, some diversity and deviation from the APB 
Opinion 16 purchase method may exist in practice in the account­
ing for such acquisitions. Issues include the definition of what con­
stitutes the “purchase of a business” versus an assumed reinsurance 
transaction, versus a reinsurance recapture transaction, as all three 
may yield different accounting results, as well as issues surrounding 
the valuation of insurance liabilities and related intangible assets.
General Accounting Guidance
While examining management’s accounting for the combination, 
auditors should consider, among other pronouncements, the con­
sensus positions reached by the FASB EITF relating to business 
combinations, including the guidance contained in EITF Issue No. 
95-3, Recognition o f Liabilities in Connection with a Purchase Business 
Combination. Subsequent to the business combination, auditors 
should consider whether management has prepared the financial 
statements of the combined entity in accordance with appropriate 
accounting standards, including FASB Statement No. 94, Consoli­
dation o f All Majority-Owned Subsidiaries, and Accounting Research 
Bulletin (ARB) No. 51, Consolidated Financial Statements.
Pooling or Purchase? Furthermore, auditors should assess 
whether pooling-of-interests accounting or purchase accounting 
is appropriate for the combination. The Securities and Exchange 
Commission (SEC) continues to express concern over the possi­
ble misapplication of pooling-of-interests accounting. Moreover, 
the FASB has proposed eliminating the pooling-of-interests 
accounting method. Read the “Proposed Elimination o f Pooling- 
of-interests Accounting” section of this Audit Risk Alert for 
more information.
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Contentious Merger and Acquisition Issues to Watch Out for. 
Some of the more contentious issues involved in accounting for a 
merger and acquisition are the following.
• Pooling-of-interest method issues include the following:
-  Stock repurchase activity
-  Changes in equity interests in the combining companies
-  Asset dispositions either before or after the consumma­
tion of the merger by either combining company
-  The use of materiality in deciding not to retroactively 
restate, as required by APB Opionion 16 (A failure to 
retroactively restate results on a combined basis is a de­
parture from GAAP. The SEC staff may request restate­
ment if  the effect on any line item reported in the 
financial statements for any year presented would be 
materially different. For example, an effect o f 3 percent 
or more generally would be presumed by the SEC staff 
to be material.)
• Purchase accounting method issues include
-  The determination of the amortization period of intangibles
-  The separate identification and valuation of intangible assets
-  Unreasonable discount rates used in the present value of 
future profits (PVFP) calculation
-  Inappropriate adjustments to reserves included in the 
purchase price allocation
Over the last several years, numerous formal and informal inter­
pretations of APB Opinion 16’s requirements have been issued by 
the SEC and its staff, including Staff Accounting Bulletin (SAB) 
No. 96, Treasury Stock Acquisitions Following Consummation o f a 
Business Combination Accounted for as a Pooling o f Interests. In as­
sessing management’s accounting for a merger and acquisition, 
you may want to familiarize yourself with the guidance in those 
Interpretations when addressing a number o f the more con­
tentious issues related to the business combination.
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Auditors and management may need to consult with specialists to 
assess the appropriateness o f accounting for business combinations. 
Statement on Auditing Standards (SAS) No. 73, Using the Work o f 
a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336), 
provides guidance in this area.
Accounting for Restructuring Charges
This topic is discussed in the section entitled “In Focus Special: 
Managing Profits” of this Audit Risk Alert.
Internal Control Weaknesses Resulting From Mergers
Subsequent to a merger, management typically reduces personnel 
and eliminates positions and functions in the hope o f saving 
money and gaining efficiencies. Management's actions may cause 
gaps in internal control. Management may shift personnel to dif­
ferent positions and alter the way things have previously been 
done. By making these moves, they risk creating deficiencies in 
internal control and in business operations.
Also, in addressing the many internal control issues arising from a 
merger, management may forget about basic internal controls 
and assume that such controls are operating when in fact they 
may not be.
You should take these issues into account in your consideration of 
internal control and their assessment of control risk. These gaps and 
deficiencies in internal control may represent reportable conditions 
or weaknesses that should be communicated to management and 
the audit committee. Auditors should refer to the guidance set forth 
under Statement of Auditing Standards (SAS) No. 55, Consideration 
o f Internal Control in a Financial Statement Audit, as amended by 
SAS No. 78, Consideration o f Internal Control in a Financial 
Statement Audit: An Amendment to Statement on Auditing Standards 
No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319).
Increased Opportunity for Fraud
Employees may have an increased opportunity to commit fraud 
when enterprises merge. While restructuring and shake-ups are
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taking place, employees may commit fraud by taking advantage 
o f breakdowns in internal control, lack of segregation o f duties, 
and missing supervisory reviews. Furthermore, a number of em­
ployees become embittered by mergers. If their honesty is under­
mined by their deteriorating attitude, it may be easier for them to 
rationalize commiting fraud.
SAS No. 47, Audit Risk and Materiality in Conducting an Audit 
(AICPA, Professional Standards, vol. 1, AU sec. 312), states that 
auditors must plan and perform the audit to obtain reasonable as­
surance that material financial statement misstatements, whether 
caused by error or fraud, are detected. In addition, SAS No. 82, 
Consideration o f Fraud in a Financial Statement Audit (AICPA, 
Professional Standards, vol. 1 AU sec. 316), requires the auditor to 
assess the risk of material misstatement resulting from fraud and 
consider that assessment in designing the audit procedures to be 
performed. SAS No. 82 also provides guidance on how you can 
satisfy your responsibility.
Help Desk—For further information on fraud refer to the self- 
study course, Consideration of Fraud in a Financial Statement 
Audit: The Auditor’s Responsibilities under SAS No. 82 (Product 
No. 732045kk) and the AICPA Practice Aid, Considering 
Fraud in a Financial Statement Audit: Practical Guidance for 
Applying SAS No. 82 (Product No. 008883kk), which walks 
you through the issues likely to be encountered in applying the 
SAS to audits and provides valuable tools, such as sample doc­
umentation. It also provides specific guidance on applying the 
concepts of the SAS to several industries.
Executive Summary— Mergers and Acquisitions
• Significant financial statement misstatements can result if the man­
agement of a combined enterprise improperly values assets or mis­
handles the complicated accounting for the merger.
• A number believe inherent conflicts between the concepts in the pre­
sent insurance model and the APB 16 purchase method exist. As a 
result, some diversity and deviation from the APB 16 purchase 
method may exist in practice in accounting for such acquisitions.
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• When evaluating management’s accounting for a business combina­
tion, auditors should consider all relevant accounting pronounce­
ments including the consensus positions reached by the EITF 
relating to business combinations, and the guidance contained in 
EITF Issue No. 95-3.
• Some of the more contentious issues involved in a pooling of inter­
ests are the following:
-  Stock repurchase activity
-  Changes in equity interests in the combining companies
-  Asset dispositions either before or after the consummation of the 
merger by either combining company
-  The use of materiality in deciding not to retroactively restate as 
required by APB Opinion 16
• Some of the more contentious issues involved in purchase account­
ing are the following:
-  The determination of the amortization period of intangibles
-  The separate identification and valuation of intangible assets
-  Unreasonable discount rates used in the present value of future 
profits (PVFP) calculation
-  Inappropriate adjustments to reserves included in the purchase 
price allocation
• In your consideration of internal control and assessment of control 
risk, you may want to consider the possibility of weaknesses in inter­
nal control that may arise from personnel reductions, position elim­
inations, and other internal control-related changes.
• Employees may have an increased opportunity to commit fraud 
when enterprises merge. SAS No. 47 and SAS No. 82 provide guid­
ance on an auditor’s responsibility to obtain reasonable assurance 
that material financial statement misstatements, whether caused by 
error or fraud, are detected.
Year 2000 and Insurance Enterprises
The year 2000 problem is pervasive and complex. Virtually every 
organization will have its computing operations affected in some 
way by the rollover of the two-digit year value to 00. Insurance 
enterprises, service providers, and vendors need to address the
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risks associated with year 2000. Assuring that computer systems 
and applications are year 2000 compliant presents a complex 
managerial and technological challenge for all enterprises. 
Achieving year 2000 compliance in mission-critical systems is es­
sential not only for maintaining the quality and continuity of ser­
vices, but also for assuring the very survival of the entity itself.
Accounting and Auditing Guidance for CPAs
CPAs need to be aware of the risks associated with the Year 2000 
Issue, the year 2000 accounting and auditing guidance that has 
been developed, and their related responsibilities.
First, it must be understood that it is the responsibility of an en­
terprise’s management— not o f the auditor— to assess and rem­
edy the effects of the year 2000 on an enterprise’s systems. The 
year 2000 does not create additional responsibilities for the audi­
tor. Under generally accepted auditing standards (GAAS), the au­
ditor has a responsibility to plan and perform the audit to obtain 
reasonable assurance about whether the financial statements are 
free of material misstatement, whether caused by error or fraud. 
Thus, the auditor’s responsibility relates to the detection of mate­
rial misstatements of the financial statements being audited, re­
sulting from the year 2000 or some other cause.
Help Desk—Many auditing and accounting issues exist re­
lated to the Year 2000 Issue, including audit planning, going- 
concern issues, establishing an understanding with the client, 
valuation, impairment, revenue and expense recognition, and 
disclosure. These issues are fully discussed in Audit Risk Alert— 
1999/2000 (Product No. 022250kk). To obtain this Audit 
Risk Alert, call the AICPA Member Satisfaction Department 
at (888) 777-7077.
Potential Year 2000 Insurance Claims
Insurance claims could result from failures not only of hardware 
and software in mainframe or personal computers, but also from 
the embedded computer chips that drive many mechanical de­
vices. Many analysts believe the embedded chips will be the most 
difficult potential failure to detect and repair and there may be
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significant product recall implications. Reinsurers and insurers 
are monitoring the financial markets (to see whether bonds will 
be issued in the weeks surrounding the millennium), as the year 
2000 approaches, in order to try to determine their possible ex­
posure to claims from computer problems that may occur. The 
magnitude of potential year 2000 losses remains unknown. Some 
believe that a vast amount of litigation will result.
Potential liabilities for year 2000-related claims are expected to be 
in many ways unlike any other claim liabilities experienced by the 
insurance industry. Similarities to mass torts and catastrophes are 
expected to exist, but significant differences are expected to exist 
as well. The most significant risk to the insurance company, when 
considering whether year 2000-related claims will be paid, is de­
termining that the policyholder was covered by a year 2000- 
related claim on their policy.
According to an American Academy of Actuaries survey, accoun­
tants and state regulators agree that the liabilities for individual 
insurers are not yet reasonably estimable for reserving purposes, 
and will not be at December 31, 1999, absent sufficient data on 
actual claims. You should remember that insurance reserves 
should be provided only for events that have occurred as o f the 
balance-sheet date and should not be based on future events.
An insurance company should evaluate its potential for year- 
2000-related liabilities to better understand and manage its risks 
from this exposure. Current and future federal and state legisla­
tion (and associated court interpretations) may have a material ef­
fect on the year-2000-related liabilities o f insurers. Disclosure of 
the current reserve estimates may be necessary.
Executive Summary— Year 2000 and Insurance Enterprises
• Assuring that computer systems and applications are year 2000 com­
pliant presents a complex managerial and technological challenge for 
all enterprises.
• The year 2000 does not create additional responsibilities for the auditor.
• The AICPA general Audit Risk Alert—1999/2000 contains a thor­
ough description of year 2000 audit and accounting issues.
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• An insurance company should evaluate its potential for year 2000- 
related liabilities to better understand and manage its risks from this 
exposure.
• Current and future federal and state legislation (and associated court 
interpretations) may have a material effect on the year 2000 liabili­
ties of insurers.
Reinsurance Arrangem ents
Reinsurance is an important part of many insurance companies’ 
business, and, accordingly, it is important for auditors to obtain 
an understanding of the reinsurance programs of the insurance 
companies they audit. The lack of an adequate reinsurance pro­
gram may expose an insurance enterprise to unwanted or exces­
sive risks that can jeopardize its financial stability, particularly if 
its risks are concentrated by type or geographic area. In contrast, 
excessive reinsurance coverage can significantly reduce the mar­
gins available to cover fixed expenses.
A new class o f reinsurance agreements has been evolving in the 
insurance industry. Such contracts have characteristics similar to 
derivative financial instruments and raise significant accounting 
issues, including the following.
• The insurance risk-transfer criteria o f FASB Statement 
No. 113, Accounting and Reporting for Reinsurance o f Short- 
Duration and Long-Duration Contracts, must be met. If these 
criteria are not met, the provisions of SOP 98-7, Deposit Ac­
counting: Accounting for Insurance and Reinsurance Contracts 
That Do Not Transfer Insurance Risk, need to be applied.
• It must be determined whether, in substance, the contract 
is a derivative financial instrument. Each contract should 
be evaluated based on its facts and circumstances. FASB 
Statement No. 133 may be deemed to be applicable, which 
is effective for all fiscal quarters o f fiscal years beginning 
after June 15, 2000. See the the section entitled “Account­
ing Issues in the Spotlight: Staying Informed on Hot Top­
ics” in this Audit Risk Alert for a discussion of FASB 
Statement No. 133.
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A number of these new variations of traditional reinsurance con­
tracts are perceived to be vehicles for insurance companies to bet­
ter manage or fund their catastrophe exposures. You should be 
aware that these kinds of reinsurance arrangements may be indi­
cators o f increased audit risk.
Risk-Transfer Issues
Paragraph 9 of FASB Statement No. 113 provides the following 
two risk-transfer conditions, both o f which must be met for 
short-duration reinsurance contracts to be accounted for as 
reinsurance.
• The reinsurer assumes significant insurance risk under the 
reinsured portions of the underlying insurance contracts.
• It is reasonably possible that the reinsurer may realize a sig­
nificant loss from the transaction.
Long-duration reinsurance contracts only require the following 
to meet risk transfer criteria.
It must be reasonably possible for the reinsurer to realize sig­
nificant loss from assuming insurance risk, as that concept is 
contemplated in FASB Statement Nos. 60 and 97.
Contracts that do not meet the conditions for reinsurance ac­
counting should be accounted for as deposits. Auditors should 
carefully evaluate all significant contracts for risk transfer.
For many reinsurance contracts, a great deal of judgment is re­
quired and it may be difficult to determine whether the risk- 
transfer conditions are met, particularly for multiple-year, 
retrospectively rated reinsurance contracts with one or more ad­
justable features and contracts with undefined terms. Such con­
tracts have become increasingly complex, containing many 
varieties o f terms and features that may influence the assessment 
of risk transfer. You should consider the guidance in EITF Issue 
Nos. 93-6, Accounting for Multiple-Year Retrospectively Rated 
Insurance Contracts by Ceding and Assuming Enterprises', 93-14, 
Accounting fo r M ultiple-Year Retrospectively Rated Insurance 
Contracts by Insurance Enterprises and Other Enterprises', and EITF
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Topic D-79, Accounting for Retroactive Insurance Contracts Pur­
chased by Entities Other Than Insurance Enterprises, when evaluat­
ing risk transfer or difficult contracts.
Reserve Guarantees
The FASB made two staff announcements at EITF meetings, one 
in November 1996 and one in November 1997, regarding the ac­
counting by the purchaser for a seller's guarantee o f the adequacy 
of liabilities for the losses and loss-adjustment expenses of an in­
surance enterprise acquired in a purchase business combination. 
The announcements can be found in EITF Topic D-54, Account­
ing by the Purchaser for a Seller's Guarantee o f the Adequacy o f L ia­
bilities fo r Losses and Loss Adjustment Expenses o f an Insurance 
Enterprise Acquired in a Purchase Business Combination, and pro­
vide guidance on the applicable accounting guidance for those 
transactions.
Reinsurance Recoverables
An important audit procedure in the reinsurance area is the eval­
uation o f credit risk related to reinsurance recoverables. The 
AICPA Audit and Accounting Guide Audits o f Property and Liabil­
ity Insurance Companies discusses the controls or procedures that 
ceding companies should implement to evaluate and monitor the 
financial stability o f assuming companies. In addition, the 
AICPA Industry Guide Audits o f Stock Life Insurance Companies5 
includes, as an appendix, the SOP, Auditing Life Reinsurance, 
which provides guidance on auditing reinsurance for life and 
health insurance enterprises.
Disclosures About Reinsurance
You should consider whether the disclosures o f concentrations of 
credit risk associated with reinsurance receivables and prepaid 
reinsurance premiums are adequate as required by the provisions
5 On September 4, 1998, the AICPA released for public comment the proposed Audit 
and Accounting Guide Life and Health Insurance Entities that will supersede the cur­
rent Guide upon final issuance. A final Guide is expected to be issued during the first 
quarter of 2000 A.D.
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o f FASB Statement No. 105, Disclosure o f Information about 
Financial Instruments with Off-Balance-Sheet Risk and Financial 
Instruments with Concentrations o f Credit Risk. Furthermore, audi­
tors of financial statements of publicly held insurance companies 
should be aware that the SEC staff has expressed concern about 
the adequacy o f disclosures regarding reinsurance arrangements.
The SEC staff expects registrants with material reinsurance recov­
erables to disclose information about the composition and qual­
ity o f the asset balances. Meeting the SEC staff expectations may 
involve the identification of individually material reinsurers and 
may also require the disclosure o f the reinsurers’ related balances. 
If the aggregate recoverable consists primarily of numerous small 
balances, breakdowns o f the aggregate balance according to 
claims-paying ratings also may be necessary. Significant delin­
quent balances and allowances for uncollectible amounts should 
be disclosed, as should significant transactions and balances with 
related parties. The claims-paying ability of the individually ma­
terial reinsurers should also be disclosed. Such disclosure should 
include the ratings assigned to the reinsurers by AM Best.
Reinsurance Arrangements and Statutory Capital and Surplus
Paragraph 60(h) of FASB Statement No. 60 requires that finan­
cial statements contain disclosures regarding the amount o f statu­
tory capital and surplus o f insurance enterprises calculated 
pursuant to state-mandated statutory accounting principles 
(SAP). Auditors o f insurance enterprises should carefully review 
reinsurance agreements and consider corresponding directly with 
state insurance departments to obtain sufficient evidence that 
material amounts of reserve credits used to reduce statutory re­
serves and increase the insurance enterprise's statutory capital and 
surplus have been properly computed in accordance with state 
laws. Most state insurance laws prohibit insurance enterprises 
from recognizing reserve credits pursuant to reinsurance agree­
ments that do not transfer a sufficient amount of risk to the rein­
surer. If  material amounts o f reserve credits associated with 
reinsurance arrangements do not qualify under state law, statu­
tory capital and surplus may be materially misstated.
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Further, the failure to meet the state’s minimum capital and sur­
plus requirements can lead to state-imposed restrictions on the 
enterprise’s ability to sell insurance products in the state, and its 
ability to distribute dividends and may call into question an en­
terprise’s ability to operate as a going concern. In these situations, 
you should refer to SAS No. 59, The Auditor’s Consideration o f an 
Entity's Ability to Continue as a Going Concern (AICPA, Professional 
Standards, vol. 1, AU sec. 341.)
Executive Summary— Reinsurance Arrangements
• An evolving class of reinsurance agreements that have certain charac­
teristics similar to derivative financial instruments has been evolving 
in the insurance industry. These derivative-like agreements raise sig­
nificant issues, including whether FASB Statement No. 113 risk- 
transfer criteria have been met, and what accounting is appropriate. 
The existence of these agreements may increase audit risk.
• Certain reinsurance contracts, such as nonassumption reinsurance, 
and multiple-year, retrospectively rated reinsurance, may be difficult 
to evaluate in determining whether FASB Statement No. 113 risk 
transfer conditions are met, in order to apply reinsurance account­
ing. You should carefully evaluate all significant contracts.
• EITF Topic D-54 provides recent guidance about reserve guarantees.
• The SEC staff expects registrants with material reinsurance recover­
ables to disclose information about the composition and quality of 
the asset balances.
• Auditors should consider corresponding with state insurance depart­
ments to obtain sufficient evidence that the material amounts of re­
serve credits used to reduce statutory reserves and increase the 
insurance enterprise’s statutory capital and surplus have been prop­
erly computed in accordance with state laws.
Liabilities for Unpaid Claims
The liability for unpaid claims is inherently a high-risk audit area for 
several reasons. First, the liability is significant to property and casu­
alty insurers’ balance sheets and earnings. Second, estimating the 
amount to report is usually highly subjective. Finally, history shows 
that these estimates will continuously change for long-tail businesses.
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A number o f conditions may be particularly indicative o f a higher 
risk audit. They include the circumstances described in the fol­
lowing sections.
Exposure to Environmental and Asbestos-Related Claims
The ultimate exposure of insurers to environmental and asbestos- 
related claims is subject to an unusually high degree o f uncer­
tainty. Since the early 1980s, certain environmental and asbestos 
exposures have been a major concern for insurance enterprises. 
There is still significant uncertainty surrounding defendant activ­
ity, unresolved coverage issues, and policy and claim data avail­
ability issues for many insurers.
FASB Statement No. 113 requires that the assets and liabilities re­
lating to reinsured contracts be recorded on a gross basis without 
netting o f reinsurance receivables against claim reserves. FASB 
Statement No. 5, and SEC SAB No. 92 provide that if there is at 
least a reasonable possibility that a loss, exceeding the amounts al­
ready recognized, may have been incurred and the amount of the 
loss would be material, the enterprise must do one of the following.
• Disclose the estimated additional loss or range of loss.
• State that the loss cannot be estimated.
Disclosure of the gross amounts of reasonably possible losses is re­
quired. Disclosure o f the gross amounts o f the reasonably possi­
ble reinsurance recoveries may be made, but care should be 
exercised to avoid misleading implications about the likelihood of 
the realization of such recoveries. Auditors o f insurance enter­
prises that face environmental and asbestos claims should care­
fully evaluate whether the accounting and disclosure 
requirements of SOP 94-5, Disclosures o f Certain Matters in the 
Financial Statements o f Insurance Enterprises, FASB Statement No. 5, 
and SAB No. 92 have been met.
Estimating Environmental Claim Losses
As indicated in SAB No. 92, an insurance enterprise that is esti­
mating reserves for environmental contamination claims should
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consider available evidence, including a particular policyholder's 
prior experience in the remediation of contaminated sites, other 
companies’ cleanup experience, and data released by the Environ­
mental Protection Agency or other organizations. The continued 
expansion of environmental databases has resulted in the avail­
ability o f more information to support a reasonable estimate of 
the amount or range of loss. When evaluating an insurance enter­
prise’s reserves for environmental contamination claims, you 
should consider the evidence currently provided by these ex­
panded environmental databases.
Furthermore, the auditors o f publicly held insurance companies 
should consider whether the disclosures are in accordance with 
the requirements of SAB No. 87, Views on Contingency Disclosures 
on Property-Casualty Insurance Reserves for Unpaid Claim Costs.
Long-Term Exposures
Long-term exposures (commonly referred to as mass tort expo­
sures) involve bodily injury or property damage that arises from 
and is related to exposure over time to any alleged toxic, harmful, 
or defective material, device, substance, agent, activity, or condition, 
including but not limited to chemicals, drugs, lead, petroleum- 
based products, pharmaceutical products, medical devices, radia­
tion, noise, electromagnetic fields, or repetitive motion. Recent 
reports indicate that insurers may be liable to cover certain long­
term exposures that range from tobacco-related illnesses to 
injuries caused by the use o f computer equipment, such as carpal 
tunnel syndrome. The extent to which claims will be made by 
tobacco companies on their insurance carriers remains unclear. 
You should consider these potential exposures when evaluating a 
company’s loss reserves and adequacy of related disclosures.
Changes in Product Mix to More Long-Tail Businesses or 
New Businesses
Changing to more long-tail businesses or new businesses would 
usually indicate more uncertainty in determining the ultimate 
exposure to claims. This would include new lines o f business 
that the insurance enterprise has not written in the past. The
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auditor may want to explore whether the insurance enterprise 
has added underwriters and actuaries that have experience in this 
new business.
Intense Price Competition and Unexplained Premium Growth
Intense price competition may lead to unsound pricing, credit­
ing, or dividend policies that may be the evidence of unexplained 
premium growth. Market pressures may lead insurers to accept 
unanticipated risks or to price risks inappropriately, which also 
could affect the recoverability o f DAC and result in premium de­
ficiencies. You may wish to review the pricing files to see how the 
price being offered for a product compares to the actuarial deter­
mined price.
Participation in Involuntary Pools
Insurance enterprises continue to be exposed to large amounts of 
claims through their participation in involuntary pools and asso­
ciations. This factor may indicate increased exposure to loss de­
velopment from previously reported results.
SAS No. 57, Auditing Accounting Estimates (AICPA, Professional 
Standards, vol. 1, AU sec. 342), provides guidance to auditors on 
obtaining and evaluating sufficient competent evidential matter 
to support significant accounting estimates in an audit of finan­
cial statements in accordance with GAAS. SOP 92-4, Auditing 
Insurance Entities Loss Reserves, provides guidance to help auditors 
understand the loss-reserving process and develop an effective 
audit approach when auditing loss reserves o f insurance entities.
Help Desk—The AICPA Practice Aid, Auditing Estimates and 
Other Soft Accounting Information (Product No. 010010kk), 
provides guidance for handling the audit problems related to 
the audit of soft accounting information, including how SAS 
No. 57 may be applied by practicing auditors. To obtain this 
Practice Aid, call the AICPA Member Satisfaction Department 
at (888) 777-7077.
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Executive Summary— Liabilities for Unpaid Claims
• As an auditor of insurance enterprises that face environmental and 
asbestos claims, you should evaluate whether the accounting and 
disclosure requirements of SOP 94-5, FASB Statement No. 5, and 
SAB No. 92 (publicly held companies only) have been met.
• When evaluating reserves and disclosures related to environmental 
contamination claims, you should consider the evidence provided by 
environmental databases, and the requirements of SAB No. 87.
• You may want to consider the effect of tobacco-related illnesses and 
injuries related to extensive computer use when evaluating a com­
pany’s loss reserves and the adequacy of related disclosures.
• You should be alert to unsound pricing, crediting, or dividend poli­
cies, evidenced by unexplained premium growth.
• You should be familiar with the guidance contained in SAS No. 57 
and SOP 92-4, when auditing loss reserves.
Surplus Enhancem ent
In all audits o f GAAP-basis and SAP-basis financial statements, 
consideration should be given to the effects of unusual transac­
tions as well as audit differences on solvency and the adequacy of 
the company’s SAP-basis capital and surplus. You should evaluate 
transactions that materially affect SAP-basis income or surplus, 
or transactions for which the proposed effects on SAP-basis fi­
nancial statements would be substantially different from the ef­
fects on GAAP-basis financial statements. That evaluation is 
especially important if an insurer's surplus is at or near minimum 
levels or if an insurer's risk-based capital ratio is at or near a regu­
latory action or control level.
In addition, you should be alert to significant and unusual trans­
actions or events at or near year-end that may require significant 
judgment as to the proper accounting treatment, including the 
following:
• Financially oriented reinsurance transactions
• Parking of securities
• Loaning or borrowing securities
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• Intercompany transactions
• Transactions involving special-purpose entities
• Asset swaps
• Asset reclassifications
• Other kinds of potential “window-dressing” transactions
Perm itted Statutory Accounting Practices
Prescribed SAP are dispersed among the following:
• The insurance laws, regulations, and administrative rulings 
o f each state
• The National Association o f Insurance Commissioners 
(NAIC) Accounting Practices and Procedures Manuals
• The NAIC Annual Statement Instructions
• The NAIC Financial Condition Examiners Handbook
• The NAIC Purposes and Procedures o f the Securities Valuation 
Office M anual
• NAIC committee, task force, and working group minutes
If an insurance company adopts an accounting practice (includ­
ing an actuarial practice with accounting implications) that is not 
specifically prescribed in one of the aforementioned sources, that 
practice often is referred to as a permitted accounting practice. In 
that situation, the insurer should have received permission to use 
that practice from its domiciliary insurance department. Never­
theless, many insurers have considered certain accounting prac­
tices to be permitted even though they have not received specific 
written permission from their domiciliary insurance depart­
ments. Companies consider those practices permitted under a va­
riety of circumstances, including the following.
• The practice has not been challenged during a regulatory 
examination.
• The practice is being used by other insurers.
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•  The company has notified the insurance department of the 
accounting practice but has not received a response.
SOP 94-1, Inquiries o f State Insurance Regulators, requires that, if a 
permitted accounting practice is material to an insurance enter­
prise’s financial statements, the auditor should obtain sufficient 
competent evidential matter to corroborate management’s assertion 
that the accounting treatment is permitted. In many situations, that 
requirement will cause the auditor to obtain written confirmation, 
on an annual basis, from the domiciliary state insurance department 
that the accounting practice continues to be permissible.
If the financial effect o f such permitted practices is material, ei­
ther individually or in the aggregate, to a company’s SAP-basis 
surplus, sufficient competent evidential matter should be re­
ceived before the issuance of an auditor’s report on either the 
company’s GAAP-basis or SAP-basis financial statements. If you 
are unable to obtain such competent evidential matter for mater­
ial permitted accounting practices, you should consider a qualifi­
cation or disclaimer in your opinion on the GAAP-basis and the 
SAP-basis financial statements attributable to a scope limitation 
in accordance with SAS No. 58, Reports on Audited Financial 
Statements (AICPA, Professional Standards, vol. 1, sec. AU 508).
In connection with this discussion about SAP, read the discussion 
presented in the “Recent Regulatory Actions” section for informa­
tion about the recently completed NAIC SAP-codification project.
M oney Laundering and the Auditor’s Consideration of Illegal A cts 6
What is money laundering? What are the auditor’s responsibilities with 
respect to money laundering?
Money laundering is the funneling of cash or other funds gener­
ated from illegal activities through legitimate businesses to conceal 
the initial source of the funds. Money laundering is a global activ­
ity and, like the illegal activities that give it sustenance, it seldom
6 The U.S. Department of Treasury has had significant input in drafting the content 
of this section of the Alert. As such, it provides auditors of insurance companies with 
a unique insight into how federal regulators view this important area of concern.
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respects local, national, or international jurisdiction. Current es­
timates o f the size o f the global annual “gross money laundering 
product” range from $300 billion to $1 trillion.7
Criminals use a wide variety of bank and nonbank financial insti­
tutions, especially omnibus providers of diversified financial ser­
vices, and professional advisers to launder the proceeds o f crime, 
and, according to the U.S. Department of Treasury, insurance 
companies may also be vulnerable. The evolving dynamics of the 
industry— mergers and acquisitions, broader product lines, new 
technologies, and new distribution channels— generate impor­
tant business opportunities, but they also generate risks for insur­
ance companies, including increased money laundering 
vulnerability. As these industry trends continue, as money laun­
derers increasingly look for a wide range of financial services and 
conservative, legitimate-appearing asset holdings, and as greater 
regulatory requirements for banks and other non-bank financial 
institutions make it more difficult for them to evade detection, 
the insurance industry may become increasingly vulnerable to 
money laundering and more attractive to money launderers.
Although money laundering activities and methods become increas­
ingly complex and ingenious, its “operations” tend to consist of three 
basic stages or processes— placement, layering, and integration.
Placement is the process o f transferring the actual criminal pro­
ceeds, whether in cash or in any other form, into the financial 
system in such a manner as to avoid detection by bank and non­
bank financial institutions and government authorities. Money 
launderers pay careful attention to national laws, regulations, 
governance, trends, and law enforcement strategies and tech­
niques in order to keep their proceeds concealed, their methods 
secret, and their professional resources anonymous. A common 
placement technique is the structuring8 o f cash deposits into le­
gitimate financial institution accounts, converting cash into other
7 By definition, money launderers are in the business o f cloaking their activities and 
revenue, making this approximation difficult.
8 “Structuring” means breaking up large amounts of currency into smaller amounts in 
order to conduct transactions in such a manner as to avoid suspicion and detection.
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monetary instruments, and using these instruments to make in­
vestments. Another placement technique that insurance compa­
nies should look out for is customers’ purchasing policies with 
laundered proceeds in the form o f monetary instruments, bearer 
instruments, or third-party checks, especially through third- 
party agents.
Layering is the process of generating a series or layers of transac­
tions in order to distance the proceeds from their illegal source 
and to obfuscate the audit trail in doing so. Common layering 
techniques include outbound electronic fund transfers, usually 
directly or subsequently into a “bank secrecy haven” or a jurisdic­
tion with more liberal recordkeeping and reporting requirements, 
withdrawals of already-placed deposits in the form of highly liq­
uid monetary instruments such as money orders and travelers 
checks, and requests for account transfers or checks made payable 
to third parties with whom the account-holder or policy-holder 
appears to have no obvious relationship.
Integration, the final money laundering stage, is the unnoticed 
reinsertion of successfully laundered untraceable proceeds into an 
economy. This is accomplished through a wide variety o f spend­
ing, investing, and lending techniques and cross-border, 
legitimate-appearing transactions.
Money launderers tend to use the victimized business entity as a 
conduit for illicit funds that need to be distanced from their 
source as quickly as possible in an undetected manner. Conse­
quently, it is less likely that money laundering will be detected in 
financial statement audits than other types o f illegal activities. In 
addition, money laundering activity is more likely to cause assets 
to be overstated rather than understated, with shorter-term fluc­
tuations in account balances rather than cumulative changes. 
Money laundering is considered to be an illegal act with an indirect 
effect on financial statement amounts under SAS No. 54, Illegal 
Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317). 
Under SAS No. 54, the auditor should be aware of the possibility 
that such illegal acts may have occurred. If specific information 
comes to the auditor’s attention that provides evidence concern­
ing the existence o f possible illegal acts that could have a material
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indirect effect on the financial statements, the auditor should 
apply audit procedures specifically directed to ascertaining 
whether an illegal act has occurred.
Auditors should also note that laundered funds and their pro­
ceeds could be subject to asset seizure and forfeiture (claims) by 
law enforcement agencies that could result in material contingent 
liabilities during prosecution and adjudication o f cases.
A description o f federal regulations pertaining to money launder­
ing appears in the Appendix o f this Audit Risk Alert.
Executive Summary— Money Laundering and the Auditor’s 
Consideration of Illegal Acts
• Money laundering is a global activity in which cash or other funds 
from illegal activities are funneled through legitimate businesses to 
conceal the initial source of funds.
• Money laundering usually results in large amounts of illicit proceeds 
that need to be distanced from their source as quickly as possible, 
and is less likely to be detected in a financial statement audit than 
other types of illegal activities.
• Under SAS No. 54, money laundering is considered to be an illegal 
act with an indirect effect on financial statement amounts. The au­
ditor does not have a detection responsibility for such illegal acts. 
However, auditors should be aware of the possibility that such illegal 
acts may have occurred.
Segm ent Inform ation
FASB Statement No. 131, Disclosures about Segments o f an Enterprise 
and Related Information, requires companies to report financial 
and descriptive information about their reportable operating seg­
ments. Operating segments are defined as components o f an en­
terprise about which separate financial information is available, 
and that is evaluated regularly by the “chief operating decision 
maker” in deciding how to allocate resources and to assess seg­
ment performance. The Auditing Standards Board has issued 
guidance (AICPA, Professional Standards, AU Section 326, 
Evidential Matter) requiring, among other things, that auditors
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“review corroborating evidence, such as information that the 
chief operating decision maker uses to assess performance and al­
locate resources, material presented to the board of directors, 
minutes from the meetings o f the board o f directors, and infor­
mation that management provides in management's discussion 
and analysis (M D&A), to financial analysts, and in the Chair­
man’s letter to shareholders, for consistency with financial state­
ment disclosures.”
The SEC staff has noted that, in some cases, financial statements 
of public companies have not conformed with the requirements of 
FASB Statement No. 131. The SEC staff has seen instances where:
(1) the internal reporting package included operating information 
on more segments than were disclosed in the financial statements;
(2) those additional segments were discussed in M D&A or ana­
lysts’ reports; and (3) the company’s executives also discussed the 
additional segments in press releases or business periodicals.
When reviewing segment information as part of its normal filing 
review and comment process, the SEC staff may ask registrants 
for a copy of the internal reports or other materials supplied to 
the “chief operating decision maker” of the company, as well as 
analysts’ reports and press releases. Assuring quality implementa­
tion of FASB Statement No. 131 on segment disclosures is clearly 
in the interest o f investors. Consequently, if the segment infor­
mation provided in the financial statements does not reflect a 
similar breakdown of company segments as is evident in the in­
ternal reports and other materials, the staff will seek amendment 
of the registrant’s filings.
Recent Regulatory Actions
What new regulatory developments have occurred in the 
insurance industry?
The regulatory developments contained in this section include 
matters that affect audits of financial statements prepared in con­
formity with SAP. Regulation of the insurance industry is the re­
sponsibility o f the individual states. All states require domiciled
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insurance entities to submit to the state insurance commissioner 
an annual statement on forms developed by the NAIC. The states 
also require that audited SAP-basis financial statements be pro­
vided as a supplement to the annual statement.
The Securities and Exchange Commission Issues a New Definition 
of Improper Professional Conduct
The SEC adopted an amendment to rule 102(e) o f its Rules of 
Practice, which governs the conduct o f accountants and other 
professionals who perform audits for public companies or other­
wise practice before the SEC. Rule 102(e)(1)(ii) authorizes the 
SEC to censure, suspend, or bar from practice before the SEC a 
person who engages in “improper professional conduct.”
Definition
Under the new rule, improper professional conduct is defined to 
mean the following:
• Intentional or knowing conduct, including reckless conduct, 
that results in a violation of applicable professional standards
• Either of the following two kinds of negligent conduct:
-  A single instance of highly unreasonable conduct that 
results in a violation o f applicable professional stan­
dards in circumstances in which an accountant knows 
or should know that heightened scrutiny is warranted
-  Repeated instances o f unreasonable conduct, each re­
sulting in a violation o f applicable professional stan­
dards, that indicates a lack o f competence to practice 
before the SEC
The Securities and Exchange Commission Issues S ta ff Accounting 
Bulletin N o . 99 , Materiality
The SEC staff has released SAB No. 99, Materiality. This SAB ad­
dresses the application of materiality thresholds to the preparation 
and audit of financial statements filed with the SEC. The SAB
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does not create new standards or definitions for materiality, but 
reaffirms the concepts of materiality as expressed in the account­
ing and auditing literature as well as in long-standing case law.
The SAB states that registrants and the auditors of their financial 
statements should not rely exclusively on quantitative benchmarks 
to determine whether an item is material to the financial state­
ments. Equally important is a consideration of whether, in light of 
the surrounding circumstances, a reasonable investor would con­
sider the item to be important. The SAB also states that manage­
ment should not make intentional immaterial errors in a 
registrant's financial statements to manage earnings. It further re­
minds registrants o f their legal responsibility to make and keep 
books, records, and accounts that, in reasonable detail, accurately 
and fairly reflect transactions and the disposition of assets. The 
SAB reminds auditors of their obligations to inform management 
and, in some cases, audit committees of illegal acts that come to 
the auditor's attention. The full text of the SAB can be viewed at 
the SEC Web site at www.sec.gov/rules/acctreps/sab99.htm.
The Codification o f Statutory Accounting Principles
Insurance enterprises currently prepare SAP-basis financial state­
ments in accordance with the accounting practices and principles 
prescribed or permitted by the insurance department of their state 
of domicile. These practices are considered to be an other compre­
hensive basis of accounting (OCBOA) under SAS No. 62, Special 
Reports (AICPA, Professional Standards, vol. 1, AU sec. 623).
The NAIC has completed its project o f codifying SAP (the cod­
ification) for certain insurance enterprises. The codification pro­
ject was designed to streamline accounting guidelines for 
regulators and insurers in one comprehensive source because 
current prescribed or permitted SAP vary widely— not only 
from state to state, but also between insurance enterprises within 
a state. Furthermore, it was designed to provide uniform statu­
tory guidance that will facilitate analysis o f annual statements 
filed by insurers.
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As a result of this project, the NAIC has issued a revised Accounting 
Practices and Procedures M anual version effective January 1, 2001 
(the revised Manual) that will be effective January 1, 2001, for 
quarterly and calendar year 2001 financial statements. The re­
vised Manual is comprised o f a Preamble, the Statements of 
Statutory Accounting Principles (SSAPs), and Appendices. Cur­
rently, the insurance laws and regulations in most states require 
insurance companies domiciled in those states to comply with the 
guidance provided in the NAIC Accounting Practices and Procedures 
M anual except as otherwise prescribed or permitted by state law. 
It is expected that those states will adopt the revised Manual. Au­
ditors o f an insurance enterprise should understand the differ­
ences between the SSAPs and the old Accounting Practices and  
Procedures M anual (the Manual), monitor the status of adoption 
of the revised Manual by the domiciliary state insurance regula­
tory authority, and monitor the enterprise’s adoption of the new 
accounting practices and procedures.
The AICPA currently is reviewing its guidance on reporting on 
SAP and will modify existing guidance as deemed necessary. 
Guidance currently undergoing revision includes SOP 94-1, In­
quiries o f State Insurance Regulators, SOP 94-5, Disclosures o f Cer­
tain Matters in the Financial Statements o f Insurance Enterprises, 
SOP 95-4, Letters for State Insurance Regulators to Comply With the 
NAIC Model Audit Rule, and Interpretation 12 of AICPA Professional 
Standards AU Section 623, Evaluation o f the Appropriateness o f 
Informative Disclosures in Insurance Enterprises’ Financial Statements 
Prepared on a Statutory Basis. Because the codification is not ef­
fective for 1999 statutory financial statements, auditors should 
continue to report on statutory financial statements prepared in 
conformity with the accounting practices prescribed or permitted 
by the insurance department of the state o f domicile.
New  York Derivatives La w
New York Law section 1410(b)(5) and New York Regulation 
178.6 (b) are effective for 1999 statutory financial statements. 
Significant sections of the regulation are as described in the fol­
lowing sections.
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Section 178.6 Internal Controls and Reporting
(b) As set forth in section 1410 (b)(5) of the Insurance Law, an 
insurer engaging in derivative transactions shall be required to 
include, as part of the evaluation of accounting procedures and 
internal controls required to be filed pursuant to section 307 of 
the Insurance Law, a statement describing the assessment by 
the independent certified public accountant of the internal 
controls relative to derivative transactions. The purpose of this 
part of the evaluation is to assess the adequacy of the internal 
controls relative to derivative transactions. Such an assessment 
shall be made whether or not the derivative transactions are 
material in relation to the insurer’s financial statements and 
shall report all material deficiencies in internal controls relative 
to derivative transactions, whether or not such deficiencies 
would lead to an otherwise reportable condition, as that term is 
used in auditing standards adhered to by certified public ac­
countants. The statement describing the assessment need not 
be set forth in a separate report.
Executive Summary— Recent Regulatory Actions
• SEC issues a new definition of Improper Professional Conduct.
• SEC Staff issues SAB No. 99, Materiality.
• The NAIC has completed its project of codifying SAP for certain insur­
ance enterprises. The effective date for codification is January 1, 2001.
• A New York Derivatives Law is effective for 1999 statutory financial 
statements. The law requires independent auditors to assess internal 
controls over derivative transactions in conjunction with the statu­
tory audited financial statements.
In Focus Special: Managing Profits
What are some of the reasons for and methods of managing earnings?
Management teams of insurance enterprises, like their counter­
parts in other industries, may be subject to unusually high 
pressure to release earnings statements that meet analysts’ expec­
tations. In today’s marketplace, if management fails to meet earn­
ings expectations, the market value of the enterprise’s stock may
47
decrease significantly, placing even more pressure on manage­
ment to deliver better results. In addition, management teams of 
enterprises that have been involved in recent business combina­
tions may be under stress to justify the combination to share­
holders by delivering the promised fruits o f those mergers.
The pressure o f meeting earnings expectations or making a 
merger work can sometimes drive management to resort to 
questionable or aggressive accounting methods to report finan­
cial results that fit their needs. This desire to manage profits can 
also be exacerbated by the increasing use o f stock options as ex­
ecutive compensation.
Those pressures to manage profits, added to the recent spate o f 
corporate accounting scandals, has focused a critical eye on the 
role and effectiveness o f audit committees. Concern has been 
raised about the failure of audit committees to do their job in 
overseeing management and financial controls. For more infor­
mation on audit committee concerns, read the sections entitled 
“Audit Committees” in both this Audit Risk Alert and the general 
Audit Risk Alert— 1999/2000.
Common M ethods Used to  M anage Profits
Under the circumstances just mentioned, you should be aware of 
and address clients’ situations that may pressure management to 
manage profits. SAS No. 82, provides examples o f risk factors re­
lating to misstatements arising from fraudulent financial report­
ing. SAS No. 82 requires the auditor to document evidence of the 
performance o f the fraud risk assessment, including risk factors 
identified as being present and the auditor’s response to those risk 
factors. Among the factors listed in SAS No. 82 is an excessive in­
terest by management in maintaining or increasing the entity’s 
stock price or earnings trend through the use of unusually aggres­
sive accounting practices. Some o f the more common methods 
used to manage profits include the following:
• Excessive accruals or manipulations of accruals for restruc­
turing charges and similar items
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•  Misuse of the concept of materiality
• Improper writedowns of assets that continue to be used in 
operations
• Unreasonable lives for depreciation and amortization
• Improper recognition o f future operating losses or deferral 
o f current operating losses
• Front-end recognition of revenues despite expectations for 
significant future performance or the existence of material 
obligations or uncertainties affecting realization, or defer­
ral when all criteria for recognition are met
• Improper application of authoritative literature governing 
impairment
• Unreasonably high discount rates used in the calcula­
tion o f present value o f future profits (PVFP) in a busi­
ness combination
• Aggressive/conservative reserving policies
• Improper application o f conservatism (see paragraphs 91- 
96 of FASB Statement of Financial Accounting Concepts 
No. 2, Qualitative Characteristics o f Accounting Information)
Accounting and auditing guidance for some of these areas is dis­
cussed in the following sections.
Accounting for Restructuring Charges
EITF Guidance and Having a Management Plan
Combining enterprises often restructure their operations. You 
should consider whether management has appropriately ac­
counted for restructuring costs in accordance with the require­
ments o f EITF Issue Nos. 94-3, Liability Recognition for Certain 
Employee Termination Benefits and Other Costs to Exit an Activity 
(Including Certain Costs Incurred in a Restructuring), and 95-3, 
Recognition o f Liabilities in Connection with a Purchase Business 
Combination. To justify such charges, an approved management 
plan as o f the date o f the financial statements should exist.
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Management’s plan must be comprehensive, explicit, and ade­
quately documented to provide objective evidence of manage­
ment’s intent. The SEC staff has interpreted the literature 
governing special charges literally, particularly the requirements 
relating to the existence o f a comprehensive documented plan 
that has been approved by the appropriate level of management.
Loss recognition that is based on management’s intent must be 
supported by objective evidence of intent. To demonstrate man­
agement’s intent, the SEC staff considers whether the plan is 
sufficiently developed to forecast its consequences and manage­
ment’s commitment to ultimately implement the plan as con­
templated. Therefore, it is imperative that a documented and 
appropriately approved management plan that is comprehen­
sive and explicit exists to accrue a liability.
Making Required Disclosures
If liabilities are accrued in accordance with the guidance in EITF 
Issue Nos. 94-3 and 93-3, certain disclosures are required. The 
thresholds for making the required disclosures are related to the 
materiality of the amounts accrued or the significance of the ac­
tivities that will not be continued. Therefore, when the disclosure 
thresholds have been met, all the disclosures are required, not just 
those that are individually material.
A number of the disclosures are required until the plan of termi­
nation is completed or until all actions under a plan to exit an ac­
tivity or involuntarily terminate employees o f an acquired 
company have been fully executed. For instance, under EITF 
Issue No. 94-3, the amount of actual termination benefits paid 
and charged against the liability and the number of employees ac­
tually terminated as a result of the plan must be disclosed. The 
amount of any adjustments to the liability also must be disclosed.
Making Sure Accruals Are Not “Cushions”
The SEC staff has observed an increasing frequency o f subse­
quent reductions to restructuring liabilities, which suggests that 
management may be “providing a cushion” in establishing such
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reserves. When reviewing managements accruals, you should be 
aware of the kinds of charges that are allowed to be accrued for, 
pursuant to EITF Issue Nos. 94-3 and 95-3, and other relevant 
accounting literature, as appropriate.
In addition, the SEC staff has stated that liabilities accrued in accor­
dance with EITF Issue Nos. 94-3 and 95-3 are valuation accounts 
that should be disclosed on Schedule VIII, Valuation and Qualifying 
Accounts, of SEC registrants’ annual reports filed on Form 10-K.
Executive Summary— Managing Profits— Common Methods and 
Accounting for Restructurings
• The pressure of meeting earnings expectations or making a merger 
work can sometimes drive management to resort to questionable or 
aggressive accounting methods to report financial results that fit 
their needs.
• A number of the more common methods used to manage profits in­
clude excessive accruals or manipulation of accruals for restructuring 
items, and misuse of the concept of materiality.
• Auditors should consider whether management has appropriately 
accounted for restructuring costs in accordance with the require­
ments of EITF Issue Nos. 94-3 and 95-3.
• If restructuring charges are incurred, a comprehensive, documented 
management plan, approved by an appropriate level of management 
should exist.
• When disclosure thresholds have been met under EITF Issue Nos. 
94-3 and 95-3, all the disclosure are required, not just those that are 
individually met.
• The SEC staff has observed an increasing frequency of subsequent 
reductions to restructuring liabilities, which suggests that manage­
ment may be “providing a cushion” in establishing such reserves.
Misusing M ateriality
Management o f some insurance enterprises may misuse the con­
cept of materiality when preparing and reporting financial infor­
mation. They may allow errors to be recorded within a defined 
percentage ceiling and claim that the effect on net income is too 
small to matter.
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Quantitatively immaterial departures from GAAP may be qualita­
tively material if they are designed, for example, to maintain earn­
ings trends, hide a failure to meet analysts’ consensus expectations, 
or affect the enterprises compliance with regulatory requirements.
You should assess the qualitative factors important in determin­
ing whether information would be considered material to in­
vestors. The use of quantitative factors alone is not sufficient. In 
addition, known errors that have not been recorded based solely 
on a quantitative materiality factor, especially intentional errors, 
should be addressed. If qualitative materiality significantly alters 
the apparent significance of a matter, the pertinent information 
should be adjusted or disclosed.
When considering issues of materiality, auditors of public compa­
nies are expected to consider the guidance that is already pro­
vided in several important areas, including court decisions and 
SEC rules, regulations, and enforcement actions, as well as ac­
counting and auditing literature.
Guidance Being Issued
SEC Staff Accounting Bulletins
The SEC has released SAB No. 99, Materiality, which addresses 
the application of materiality thresholds to the preparation and 
audit o f financial statements. This new SAB is discussed in the 
section entitled “Recent Regulatory Actions” of this Audit Risk 
Alert. Also, the SEC plans to issue two SABs; one addresses rev­
enue recognition and the other concerns restructuring. If these 
planned SABs are relevant to your circumstances, you may want 
to keep abreast o f their status.
Revenue Recognition
The AICPA has issued a nonauthoritative publication titled 
Audit Issues in Revenue Recognition. In this publication, the 
AICPA’s intent is to help auditors fulfill their professional respon­
sibilities with regard to auditing assertions about revenue. This 
publication can be obtained online at www.aicpa.org (go to 
Members, Teams, Audit and Attest Standards Team, Technical 
Activities, and Publications).
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Audit Committees
Finally, a blue ribbon committee of accounting representatives, stock 
market regulators, and corporate executives has published a report ti­
tled Report and Recommendations o f the Blue Ribbon Committee on 
Improving the Effectiveness o f Corporate Audit Committees. The SEC is 
expected to use the recommendations made by this committee. 
Copies of this report can be obtained by calling the New York Stock 
Exchange at (212) 656-2017, or by calling the National Association 
o f Securities Dealers at (202) 728-8340. The report may also be 
found online at www.nyse.com or www.nasd.com.
A full discussion of recent matters related to communications 
with audit committees can be read in the general Audit Risk 
Alert— 1999/2000.
Executive Summary— Managing Profits— Misusing Materiality and 
Guidance Being Issued
• The management of a number of insurance enterprises may misuse 
the concept of materiality when preparing and reporting financial 
information. They may allow errors to be recorded within a defined 
percentage ceiling and claim that the effect on net income is too 
small to matter.
• You should assess the qualitative factors important in determining 
whether information would be considered material to investors.
• If qualitative materiality significantly alters the apparent significance 
of a matter, the pertinent information should be adjusted or disclosed.
• The SEC has released SAB No. 99, which addresses the application 
of materiality thresholds to the preparation and audit of financial 
statements.
• The AICPA has issued a nonauthoritative publication titled Audit 
Issues in Revenue Recognition.
• A blue ribbon committee of accounting representatives, stock mar­
ket regulators, and corporate executives has published a report titled 
Report and Recommendations of the Blue Ribbon Committee on Im­
proving the Effectiveness of Corporate Audit Committees.
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Accounting Issues in the Spotlight: Staying Informed on 
Hot Topics
What’s the latest news on hot accounting topics?
FASB Statem ent N o . 1 3 3 , Accounting for Derivative Instruments 
and Hedging Activities
Effective Date Delayed
The FASB issued Statement No. 133, Accounting for Derivative 
Instruments and Hedging Activities, in June 1998, with an initial 
effective date of June 15, 1999. Citing concerns about companies’ 
ability to modify their information systems and educate their 
managers in time to apply FASB Statement No. 133, the FASB 
has delayed its effective date for one year, to fiscal years beginning 
after June 15, 2000. The delay, published as FASB Statement 
No. 137, applies to quarterly and annual financial statements.
Implementation Guidance Available
The FASB created a task force known as the Derivatives Implemen­
tation Group to help answer significant questions that companies 
will face when they begin implementing FASB Statement No. 133.
The Derivatives Implementation Group has issued guidance on 
numerous FASB Statement No. 133 implementation issues. This 
guidance can be found and downloaded at the FASB Web site at 
www.fasb.org. Some of the many topics addressed by the imple­
mentation group include the following:
• Embedded Derivatives: Variable Annuity Products and 
Policyholder Ownership of the Assets
• Embedded Derivatives: Identification o f the Host Con­
tract in a Nontraditional Variable Annuity Contract
• Embedded Derivatives: Clearly and Closely Related Crite­
ria for Market Value Adjusted Prepayment Options
• Embedded Derivatives: Equity-Indexed Life Insurance 
Contracts
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Formal Documentation Under FASB Statement No. 133
Upon adoption of FASB Statement No. 133, an entity is required 
to designate all hedging relationships anew and must comply 
with the formal documentation requirements of the standard as 
of the date of adoption. The standard stresses the need for the for­
mal documentation to be prepared contemporaneously with the 
designation o f the hedging relationship. The items the formal 
documentation must identify include the following:
• The entity’s risk management objectives and strategies for 
undertaking the hedge
• The nature of the hedged risk
• The derivative hedging instrument
• The hedged forecasted transaction
• A description of how the entity will assess hedge effectiveness
If the hedged item is a forecasted transaction, the documentation 
of the hedged item must be sufficiently specific so that if a trans­
action occurs, it is clear whether or not that particular transaction 
is the hedged transaction. The documentation also must specify 
the method to be used for assessing hedge effectiveness. FASB 
Statement No. 133 requires that an entity use the chosen method 
consistently throughout the hedge period to—
• Assess, at inception of the hedge and on an ongoing basis, 
whether it expects the hedging relationship to be highly ef­
fective in achieving offset.
• Determine hedge ineffectiveness.
The SEC staff has challenged the appropriateness o f hedge ac­
counting if registrants have not complied with FASB Statement 
No. 133 s formal documentation requirements.
Transfers of Securities at Date of Initial Application
Under the transition provisions o f FASB Statement No. 133 (see 
paragraph 54), an entity may transfer, at the date o f initial appli­
cation o f FASB Statement No. 133, any debt security classified as
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held-to-maturity pursuant to FASB Statement No. 115, Accounting 
fo r Certain Investments in Debt and Equity Securities, into the 
available-for-sale category or the trading category. Such reclassifi­
cation shall not call into question an entity’s intent to hold other 
debt securities to maturity in the future. The transition provi­
sions further require that the unrealized holding gain or loss on a 
transferred held-to-maturity security be reported as part o f the 
cumulative-effect-type adjustment of net income if transferred to 
the trading category, or as part of the cumulative-effect-type ad­
justment o f accumulated other comprehensive income if trans­
ferred to the available-for-sale category.
The SEC staff believes that any security transferred from held-to- 
maturity pursuant to the adoption of FASB Statement No. 133 
and sold in the same reporting quarter should have been trans­
ferred to the trading category. Thus, any unrealized gain or loss 
on the security that exists on the date o f transfer would be re­
ported in net income as part o f the cumulative effect o f adopting 
FASB Statement No. 133 and not included in the gain or loss on 
the sale o f the security.
Independence Standards Board Interpretation 99-1, Impact on 
Auditor Independence o f Assisting Clients in the Implementation 
o f FAS 133 (Derivatives)
See the section entitled “Independence Standards Board Issues 
Guidance” of this Audit Risk Alert for information about this in­
terpretation, which provides guidance on the auditor indepen­
dence implications of assisting your client with the implementation 
of FASB Statement No. 133.
Executive Summary— FASB Statement No. 133, Accounting for
Derivative Instruments and Hedging Activities
• The FASB (through the issuance of FASB Statement No. 137) has 
delayed the effective date of FASB Statement No. 133 for one year, 
to fiscal years beginning after June 15, 2000.
• The FASB’s Derivatives Implementation Group has issued guidance 
on numerous FASB Statement No. 133 implementation issues.
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• The SEC staff has challenged the appropriateness of hedge account­
ing if registrants have not complied with FASB Statement No. 133’s 
formal documentation requirements.
• The SEC staff believes that any security transferred from held-to- 
maturity pursuant to the adoption of FASB Statement No. 133 and 
sold in the same reporting quarter should have been transferred to 
the trading category.
Hedge Accounting Issues
For enterprises that have not yet adopted FASB Statement No. 
133, guidance related to hedge accounting includes FASB State­
ment No. 80, Accounting for Futures Contracts, and EITF Topic 
D-64, Accounting for Derivatives Used to Hedge Interest Rate Risk. 
You may also want to familiarize yourself with the following re­
minders about macro hedging and hedging with intercompany 
derivatives.
Macro Hedging
Under FASB Statement No. 80 (and as outlined in EITF Topic 
D-64), macro hedging is not permitted. Under FASB Statement 
No. 80, hedge criteria include the following:
• Designation o f a derivative instrument to an individual 
item or group of essentially similar items
• The probability of a high correlation of changes in the mar­
ket value of the futures contract(s) and the fair value of or in­
terest income or expense associated with the hedged item(s)
• Enterprise risk reduction
Hedging With Intercompany Derivatives
Fundamental to FASB Statement No. 80s enterprise risk reduc­
tion model is that the derivative hedging instrument be trans­
acted with an unrelated third party. For any intercompany 
derivative instrument designated as a hedging instrument after 
January 1, 1999, there must exist documentation, prepared 
contemporaneously, which demonstrates that the notional
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amount, duration, interest rate risk, currency risk, commodity 
risk, and other risks associated with such intercompany deriva­
tive contracts have been layed off to unrelated third parties. For 
intercompany derivative contracts designated after January 1, 
1999, that do not meet these requirements, an enterprise 
should eliminate their impact in preparing consolidated finan­
cial statements in accordance with ARB No. 51, Consolidated 
Financial Statements. In addition, these intercompany derivative 
contracts will not qualify as hedging instruments in the consol­
idated financial statements.
Executive Summary— Hedge Accounting Issues
• For enterprises that have not yet adopted FASB Statement No. 133, 
guidance related to hedge accounting includes FASB Statement 
No. 80 and EITF Topic D-64.
• Under FASB Statement No. 80 (and as outlined in EITF Topic D-64), 
macro hedging is not permitted.
• For any intercompany derivative instrument designated as a hedging 
instrument after January 1, 1999, there must exist documentation, 
prepared contemporaneously, which demonstrates that the notional 
amount, duration, interest rate risk, currency risk, commodity risk, 
and other risks associated with such intercompany derivative con­
tracts have been layed off to unrelated third parties.
Securitizations and the Consolidation of Special Purpose Entities
An issue frequently encountered related to securitizations o f 
financial assets is the consolidation o f a special purpose entity 
(SPE). Specifically, a question arises regarding the appropriate 
accounting guidance that should be referred to when determin­
ing whether an SPE used in securitizing financial assets should be 
consolidated. The answer depends on whether or not the SPE is a 
qualifying SPE, or QSPE, (as defined in FASB Statement No. 125, 
Accounting for Transfers and Servicing o f Financial Assets and Ex­
tinguishments o f Liabilities). If the SPE is a QSPE, the transferor 
must follow the guidance in EITF Issue 96-20, Impact o f FASB 
Statement No. 125 on Consolidation o f Special-Purpose Entities. For 
all other SPEs, a transferor (or sponsor or creator, as applicable)
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should continue to apply the consolidation criteria of EITF Topic 
D-14, Transactions Involving Special-Purpose Entities and Issue 
90-15, Impact o f Nonsubstantive Lessors, Residual Value Guarantees, 
and Other Provisions in Leasing Transactions, as appropriate. 
Among the requirements o f Topic D-14 and Issue 90-15 are that 
an SPE must have an initial substantive residual equity capital in­
vestment (3% at a minimum), and that investment must repre­
sent an equity interest in legal form and must be subordinate to 
all debt interests.
Independence and Ethics Alert
What new independence and ethics information do you need to be aware of?
Complying W ith Independence Requirem ents
As a CPA, you should be independent in the performance of pro­
fessional services as required by standards promulgated by the 
AICPA Council. In the performance of professional services re­
quiring independence, you should consult the rules of your state 
board of public accountancy; your state CPA society, if applica­
ble; the Independence Standards Board (ISB), if your client is a 
registrant of the SEC; the U.S. Department of Labor (DOL), if 
your client or the client’s sponsor is required to report to the 
DOL; and any other regulatory or private organization that issues 
or enforces standards of independence.
Maintain a Quality Control System to Identify 
Independence Issues
The key to maintaining auditor independence is effective quality 
controls that identify and resolve auditor independence issues be­
fore an audit engagement. Statement on Quality Control Stan­
dards (SQCS) No. 2, System o f Quality Control for a CPA Firms’ 
Accounting and Auditing Practice9 (AICPA, Professional Standards,
9 Firms that are enrolled in an AICPA-approved practice-monitoring program are ob­
ligated to adhere to quality control standards established by the AICPA.
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vol. 2, Q C sec. 20.14), requires that “policies and procedures 
should be established to provide the firm with reasonable assur­
ance that personnel maintain independence (in fact and in ap­
pearance) in all required circumstances.” Such quality controls 
may include the maintenance of a routinely updated database of 
clients and affiliates, a system for recording security purchases 
made by your employees, partners, and your firm’s retirement 
plan, and a matching of those security purchases with the data­
base of clients.
Follow the AICPA Code of Professional Conduct
You are bound by the AICPA Code o f Professional Conduct. 
Among the standards included in the Code are those relating to 
independence.
Help Desk—You can get help with independence or other 
ethics-related questions by calling the AICPA Ethics Hotline at 
(888) 777-7077. The Code of Professional Conduct can be or­
dered by calling the AICPA Order Department at the same 
phone number.
Remember to read the section entitled “Professional Ethics Rul­
ings and Interpretations” of this Audit Risk Alert for recently is­
sued statements concerning independence and ethics.
Independence Standards Board Issues Guidance
The ISB recently took the following actions. ISB pronounce­
ments apply to auditors of domestic and foreign registrants. ISB 
pronouncements would also apply where a regulatory agency un­
dertakes to have auditors of entities under its jurisdiction comply 
with SEC Independence Rules. Also, an auditor might contractu­
ally obligate himself to follow SEC Regulation S-X. An example 
might be a private company intending to have a public offering 
in the future and the desire o f management to have the auditor 
meet all SEC requirements.
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Issuance of ISB Standard No. 1, Independence Discussions with 
Audit Committees
This Standard requires an auditor to at least annually—
• Disclose to the audit committee of the company (or the 
board of directors if there is no audit committee), in writ­
ing, all relationships between the auditor and its related en­
tities and the company and its related entities that in the 
auditor’s professional judgment may reasonably be thought 
to bear on independence.
• Confirm in the letter that, in its professional judgment, it 
is independent o f the company within the meaning o f the 
securities acts.
• Discuss its independence with the audit committee.
This Standard is effective for audits of companies with fiscal years 
ending after July 15, 1999, with earlier application encouraged. The 
Standard is posted on the ISB Web site at www.cpaindependence.org.
AICPA Implementation Guidance. The AICPA issued Practice 
Alert 99-1, Guidance for Independence Discussions With Audit 
Committees, to assist firms in evaluating and enhancing their poli­
cies and procedures for identifying and communicating with 
audit committees those judgmental matters that may reasonably 
be thought to bear on the auditor’s independence. The Practice 
Alert provides examples o f certain relationships that may be 
thought to bear on the auditor’s independence, safeguards to en­
sure independence, a sample letter to an audit committee, and 
other implementation guidance. Practice Alert 99-1 can be found 
on the AICPA Web site at www.aicpa.org.
Issuance of ISB Interpretation 99-1, Impact on Auditor 
Independence o f Assisting Clients in the Implementation o f FAS 
133 (Derivatives)
This Interpretation provides guidance on the auditor indepen­
dence implications o f likely areas o f requested assistance, solely 
with respect to the implementation of FASB Statement No. 133, 
Accounting for Derivative Instruments and Hedging Activities. The
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ISB has concluded that the auditor may provide consulting ser­
vices on the proper application of FASB Statement No. 133, in­
cluding assisting a client in gaining a general understanding of 
the methods, models, assumptions, and inputs used in comput­
ing a derivative’s value. To ensure, however, that the auditor’s in­
dependence is not threatened, as discussed in paragraph 4 o f the 
Interpretation, the auditor may not prepare accounting entries, 
compute derivative values, or be responsible for key assumptions 
or inputs used by the client in computing derivative values. The 
Interpretation includes illustrative lists o f permitted and prohib­
ited services.
This particular project made clear the need for general guidance 
on the extent o f assistance that you can provide your audit 
clients when providing asset valuation services without impair­
ing your independence. Accordingly, the ISB has established a 
task force to provide guidance on the provision of certain audi­
tor appraisal and valuation services and the impact on the audi­
tor’s independence.
Release for Public Comment of Discussion Memo 99-1, 
Employment with Audit Clients
This Discussion Memo (DM) addresses the independence impli­
cations of auditors going to work for their audit clients. The DM  
outlines the potential threats to auditor independence posed by 
auditor employment by clients and presents the pros and cons of 
safeguards as an approach to protect auditor independence versus 
a “mandatory cooling-off period” (a period o f time that must 
elapse before an auditor takes a job at the client to prevent a com­
promise of his former firm’s independence.) DM  99-1 can be ob­
tained at the ISB Web site.
The ISB is expected to consider comments received on DM  99-1 
and issue an exposure draft on new standards for public comment 
in the fourth quarter o f 1999.
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Release for Public Comment of DM 99-2, Evolving Forms o f 
Firm Organization and Structure
This DM  investigates such issues as the independence implica­
tions o f corporations buying the nonattest business of accounting 
firms, employing the auditor on a part-time basis, and public of­
ferings o f an interest in a firm's consulting practice. The DM  at­
tempts to identify threats to auditor independence that are 
common to these structures, so any resulting guidance can be ap­
plied, by analogy, to new structures not yet contemplated.
Issuance of Invitation to Comment 99-1, Family Relationships 
Between the Auditor and the Audit Client
This Invitation to Comment (ITC) addresses the independence 
ramifications of family relationships between audit firm profes­
sionals and officers and employees o f an audit client. The ITC 
discusses possible threats to independence, controls that CPA 
firms could implement, and the existence of certain family rela­
tionships that might impair independence despite mitigating 
controls. ITC 99-1 can be obtained at the ISB Web site.
Other Issues
The ISB is considering and working on a variety of issues, includ­
ing a conceptual framework that will serve as the foundation for 
the development o f principles-based independence standards. 
Other projects on its agenda include mutual funds, outsourcing 
arrangements, and legal services. Issue summaries and other in­
formation can be obtained at the ISB Web site.
Professional Ethics Rulings and Interpretations
For full information about the interpretations and rulings dis­
cussed in this section, visit the Professional Ethics Team Web 
page at www.aicpa.org/members/div/ethics/index.htm. You can 
also call the Professional Ethics Team at (888) 777-7077, menu 
option 2, followed by menu option 2.
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AICPA Code of Professional Conduct Revisions
The Professional Ethics Executive Committee revised the follow­
ing Interpretations to the AICPA Code of Professional Conduct.
• Interpretation No. 101-3, “Performance o f Other Ser­
vices,” of ET section 101, Independence (AICPA, Professional 
Standards, vol. 2, ET sec. 101.05) (Interpretation 101-3 
addresses the performance o f other nonattest services for 
attest clients.
• The committee also deleted the following ethics rulings 
under Rule 101, as they have been incorporated into this 
revised Interpretation:
-  Ruling No. 3, “Member as Signer or Cosigner of Checks,” 
o f ET section 191, Ethics Rulings on Independence, 
Integrity, and Objectivity (AICPA, Professional Standards, 
vol. 2, ET sec. 191.005—.006)
-  Ruling No. 4, “Payroll Preparation Services,” o f ET  
section 191 (AICPA, Professional Standards, vol. 2, ET 
sec. 191.007-.008)
-  Ruling No. 7, “Member Providing Contract Services,” 
o f E T  section 191 (AICPA, Professional Standards, 
vol. 2, ET  sec. 191.013—.014)
-  Ruling No. 39, “Member as Officially Appointed Stock 
Transfer Agent or Registrar,” o f  ET section 191 (AICPA, 
Professional Standards, vol. 2, ET sec. 191.077—.078)
-  Ruling No. 51, “Member Providing Legal Services,” of 
ET  section 191 (AICPA, Professional Standards, vol. 2, 
ET sec. 191-101—.102)
-  Ruling No. 54, “Member Providing Appraisal, Valuation, 
or Actuarial Services,” o f E T  section 191 (AICPA, 
Professional Standards, vol. 2, ET sec. 191.107—.108)
-  Ruling No. 55, “Independence During Systems Imple­
mentation,” o f ET  section 191 (AICPA, Professional 
Standards, vol. 2, ET sec. 191.109—.110)
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-  Ruling No. 56, “Executive Search,” of ET section 191 
(AICPA, Professional Standards, vol. 2, ET  sec. 
191.111—.112)  
• Interpretation No. 102-1, “Knowing Misrepresentations 
in the Preparation of Financial Statements or Records,” of 
ET section 102, Integrity and Objectivity (AICPA, Professional 
Standards, vol. 2, ET section 102.02)
• Interpretation No. 501-4, “Negligence in the Preparation 
of Financial Statements or Records,” o f ET section 501, 
Acts Discreditable (AICPA, Professional Standards, vol. 2, 
ET section 501.05)
• “Interpretation Addressing the Applicability o f the 
AICPA Code of Professional Conduct,” of ET section 91, 
Applicability (AICPA, Professional Standards, vol. 2, ET 
section 91.02)
• “Client,” of ET section 92, Definitions (AICPA, Professional 
Standards, vol. 2, ET sec. 92.01)
• Interpretation No. 101-2, “Former Practitioners and Firm 
Independence,” of ET section 101, Independence (AICPA, 
Professional Standards, vol. 2, ET sec. 101.04)
• Interpretation No. 505-2, “Application of Rules o f Con­
duct to Members Who Own a Separate Business,” of ET 
section 505, Form o f Organization and Name (AICPA, 
Professional Standards, vol. 2, ET sec. 505.03)
• Interpretation No. 101-1, “Interpretation of Rule 101,” of 
ET section 101 (AICPA, Professional Standards, vol. 2, ET 
sec. 101.02)
• Interpretation No. 101-13, “Extended Audit Services,” of 
ET section 101 (AICPA, Professional Standards, vol. 2, ET 
sec. 101.15)
New Ethics Interpretations Adopted
The Professional Ethics Executive Committee adopted the fol­
lowing new ethics Interpretations:
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• Interpretation No. 501-7, “Failure to File Tax Return or 
Pay Tax Liability,” of ET section 501 (AICPA, Professional 
Standards, vol. 2, ET sec. 501.08)
• Interpretation No. 101-14, “The Effect o f Alternative 
Practice Structures on the Applicability of Independence 
Rules,” of ET section 101 (AICPA, Professional Standards, 
vol. 2, ET sec. 101.16)
• Interpretation No. 505-3, “Application of Rule 505 to Al­
ternative Practice Structures,” o f ET section 505 (AICPA, 
Professional Standards, vol. 2, ET sec. 505.04)
Ethics Interpretation Deleted
The Professional Ethics Executive Committee deleted Interpreta­
tion No. 505-1, “Investment in Accounting Organization,” of ET 
section 505 (AICPA Professional Standards, vol. 2, ET sec. 505.02.).
Ruling Revised
The Professional Ethics Executive Committee revised Ruling No. 
191, “Member Removing Client Files From an Accounting Firm,” of 
ET section 591, Ethics Rulings on Other Responsibilities and Practices 
(AICPA, Professional Standards, vol. 2, ET sec. 591.381—.382).
Ethics Rulings Adopted
The Professional Ethics Executive Committee adopted the fol­
lowing new ethics rulings:
• Ruling No. 110, “Member Is Connected With an Entity 
That Has a Loan to or From a Client,” of ET section 191 
(AICPA, Professional Standards, vol. 2, ET sec. 191.220-221)
• Ruling No. 24, “Investment Advisory Services,” o f ET 
section 391, Ethics Rulings on Responsibilities to Clients 
(AICPA, Professional Standards, vol. 2, ET sec. 391.047—.048)
• Ruling No. 25, “Commission and Contingent Fee 
Arrangements with Nonattest Client,” of ET section 302, 
Contingent Fees (AICPA, Professional Standards, vol. 2, ET 
sec. 391.049-.050)
66
• Ruling No. 192, “Commission and Contingent Fee 
Arrangements With Nonattest Client,” of ET section 503 
(AICPA, Professional Standards, vol. 2, ET sec. 591.383-.384)
• Ruling No. 109, “Members Investment in Financial Services 
Products That Invest in Clients,” of ET section 191 (AICPA, 
Professional Standards, vol. 2, ET sec. 191.218-.219)
Ethics Rulings Deleted
The Professional Ethics Executive Committee deleted the follow­
ing ethics Rulings:
• Ruling No. 22, “Member Removing Client Files From an 
Accounting Firm,” of ET section 391 (AICPA, Professional 
Standards, vol. 2, ET section 391.043-.044)
• Ruling No. 139, “Partnership with Non-CPA,” o f E T  
section 591 (AICPA, Professional Standards, vol. 2, ET  
sec. 591.277-.278)
• Ruling No. 158, “Operation of Separate Data Processing 
Business by a Public Practitioner,” o f ET  section 591 
(AICPA, Professional Standards, vol. 2, ET  sec. 
5 9 1 .315-.316)
• Ruling No. 146, “M embership D esignation ,” o f E T  
section 591 (AICPA, Professional Standards, vol. 2, ET 
sec. 591.291-.292)
Also note that the Professional Ethics Executive Committee has in­
serted new language to the Interpretations under Rule of Conduct 
101: Independence (AICPA, Professional Standards, vol. 2, ET  
sec. 101) emphasizing that other regulatory agencies may have in­
dependence rules that are more restrictive than those of the AICPA. 
In addition, certain wording pertaining to the effect of interpreta­
tions and rulings that existed before the adoption of the Professional 
Code of Conduct on January 12, 1988 was deleted. This change af­
fects AICPA Professional Standards ET sections 101, 102, 191, 
201, 202, 203, 291, 301, 391, 501, 502, 503, 505, and 591.
67
Executive Summary— Independence and Ethics Alert
• The key to maintaining auditor independence is effective quality 
controls that identify and resolve auditor independence issues before 
an audit engagement.
• The ISB has issued a number of a statements, including ISB Standard 
No. 1, Independence Discussions with Audit Committees. The AICPA 
has issued Practice Alert 99-1, Guidance for Independence Discussions 
With Audit Committees, to help implement the ISB Standard.
• The Professional Ethics Executive Committee has issued numerous 
new and revised rulings and interpretations, as well as deleting some 
old ones. See the preceding list in this section.
The Global Marketplace
What international events and trends may affect your clients?
Overview  of Foreign Econom ies
The economic crisis that battered economies in Asia, Latin Amer­
ica, Russia, and the Pacific Rim during the second half of 1998 is 
no longer at a crisis level. Many financial and economic indica­
tors point to possible recoveries in many of the countries affected 
by the crisis. Significantly, investors are returning to these foreign 
economies in strength. However, deep problems remain in many 
foreign economies.
Asia, Pacific Rim, and Latin America
The apparent recovery taking place in Asia, the Pacific Rim, and 
Latin America is shaky and may be misleading. The fundamental 
reforms and restructurings so needed in the economies of coun­
tries such as Japan, South Korea, Communist China, Malaysia, 
Thailand, Indonesia, Brazil, and Argentina have not been realized 
and are not proceeding satisfactorily. Thus, many of these 
economies are susceptible to another economic crisis.
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Moreover, the recent violence in East Timor could possibly fur­
ther destabilize economies throughout the region if trade, invest­
ment, and lending to the region are curtailed.
Western Europe
With increases in exports and consumer demand, many 
economies in western Europe are looking at moderate growth, 
with Germany’s economy growing at a slower pace than other 
European countries. It appears that an economic recovery is 
strongly in place throughout western Europe.
Russia
The Russian economy remains a disaster. In the kleptocracy of 
Russia, there is little rule of law, just centers of power. The substan­
tial amounts o f the money that come in from the International 
Monetary Fund and elsewhere is shipped to personal offshore bank 
accounts. The massive structural reforms that the economy re­
quires are not being undertaken. The Russian economy remains a 
high risk for investors and companies doing business there.
Foreign Currency Transactions and Derivatives. Greater risk ex­
ists with enterprises involved in derivatives, assets, and foreign- 
currency-related investments and transactions related to troubled 
countries. Auditors may need to determine whether management 
has appropriately assessed the performance of its assets and deriv­
atives related to those troubled foreign economies and whether 
such balances should be written down or charged off. Also, you 
should consider whether management has appropriately ac­
counted for and made all required disclosures relating to foreign- 
currency translation, transactions arising from the translation of 
asset and liability positions, and revenue and expense transactions 
in currencies other than the U.S. dollar pursuant to FASB State­
ment No. 52, Foreign Currency Translation.
Uncertainties and Concentrations. Foreign economic difficulties 
may also result in a greater number o f risks and uncertainties for 
some enterprises, particularly with regard to the current vulnera­
bility arising from certain concentrations. You should consider
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whether management has appropriately evaluated all such risks 
and uncertainties and made the necessary disclosures pursuant to 
SOP 94-6, Disclosure o f Certain Significant Risks and Uncertainties. 
In addition, you also may want to evaluate management’s consid­
eration of related contingencies arising from foreign difficulties, 
pursuant to FASB Statement No. 5.
Executive Summary— Overview of Foreign Economies
• The economic crisis that enveloped Russia and many countries in 
Asia, Latin America, and the Pacific Rim has lessened, and a number 
of those countries are apparently undergoing recovery. Nevertheless, 
deep problems remain in many of those economies.
• As auditors, you may need to determine whether management has 
appropriately assessed the performance of its assets and derivatives 
related to troubled foreign economies.
• You should consider whether management has appropriately ac­
counted for and made all required disclosures relating to foreign cur­
rency translations and transactions.
• You should consider whether management has appropriately evalu­
ated risks, uncertainties, and contingencies related to foreign trou­
bles and complied with the guidance in SOP 94-6 and FASB 
Statement No. 5.
Euro Generates Accounting Issues
You may need to help your clients understand the complexities of 
euro currency conversion and determine whether compliance and 
reporting requirements are met.
Since January 1999, a majority of the nations in the European 
Monetary Union (EMU) have been joined in an economic and 
monetary union and have adopted the euro as their currency. 
Familiar currencies, such as the deutschemark and the lira, no 
longer float in the currency markets, and foreign-exchange trans­
actions that involve national (legacy) currencies must be calcu­
lated through the euro using fixed conversion factors.
During a three-year transition period (January 1, 1999, through 
January 1, 2002) entities doing business in Euroland can enter
70
into and settle transactions in the legacy currency, the euro, or 
both, and must be able to process and display transactions in 
both currencies.
Accounting Issues
You may need to stay on top of accounting requirements result­
ing from the euro. Various issues will arise, such as how to trans­
late a foreign subsidiary’s financial statements when the euro is 
involved.
FASB Guidance. Topic D-71 o f the FASB E IT F  Abstracts dis­
cusses accounting issues related to the euro. Topic D-71 addresses 
the following:
• Accounting for conversion costs associated with upgrading 
information systems
• Preparing comparative financial statements for periods be­
fore the introduction of the euro
• Cumulative foreign-currency translation adjustments
• Applying hedge accounting during the transition period to 
preexisting hedges o f firm commitments or anticipated 
transactions
• Designating a contract denominated in euros (or a legacy 
currency) as a hedge of a net investment or firm commit­
ment denominated in a legacy currency
Disclosures. Since the conversion to the euro is likely to have a 
material effect on U.S. enterprises that conduct a significant 
amount of business in Europe, euro-related disclosures in U.S. fi­
nancial statements may be required. Disclosure obligations in fil­
ings with the SEC are discussed in SEC Staff Legal Bulletin No. 6 
(www.sec.gov/rules/othern/slbcim6.htm). Such disclosures may 
include trends or uncertainties expected to have a material effect 
on the financial statements, such as the implications o f changes 
in the company’s competitive environment or the significant 
costs associated with the conversion.
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Executive Summary— Euro Generates Accounting issues
• Since January 1999, a majority of the nations in the EMU have been 
joined in economic and monetary union and have adopted the euro 
as their currency.
• Topic D-71 of the FASB EITF Abstracts discusses accounting issues 
related to the euro.
• Euro-related disclosure obligations in filings with the SEC are dis­
cussed in SEC Staff Legal Bulletin No. 6.
Auditing and Attestation Pronouncements and 
Guidance Update
What new auditing pronouncements and other matters do you need to 
be aware of?
For a full listing and description o f all new auditing and attesta­
tion standards, read the general Audit Risk Alert— 1999/2000  
(Product No. 022250kk).
Practice Ale rt 9 8 -2, Professional Skepticism and Related Topics
This Practice Alert provides guidance to practitioners in the re­
view of the following two areas that may warrant a relatively high 
level of professional skepticism and attention to audit evidence:
• Nonstandard journal entries
• Original and final versions of source documents rather 
than photocopies or draft versions
This Practice Alert also provides a comprehensive list of previ­
ously issued Practice Alerts. Practice Alert 98-2 can be obtained 
at the AICPA Web site on the “SEC Practice Section” page.
Practice A le rt 98-3, Revenue Recognition Issues
This Practice Alert is intended to remind auditors of certain fac­
tors or conditions that can indicate increased audit risk of im­
proper, aggressive, or unusual revenue recognition practices. It
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also suggests ways in which auditors may reduce the risk o f failing 
to detect such practices. This Practice Alert refers to professional 
guidance that addresses the accounting considerations for rev­
enue recognition, and reminds auditors o f their responsibilities to 
communicate with the board of directors and audit committee. 
This Practice Alert can be obtained at the AICPA Web site on the 
“SEC Practice Section” page.
Practice A le rt 9 9 -1 , Guidance for Independence Discussions With 
Audit Committees
The AICPA has issued Practice Alert 99-1, Guidance for Independence 
Discussions with Audit Committees, to assist firms in evaluating 
and enhancing their policies and procedures for identifying and 
communicating with audit committees those judgmental matters 
that may reasonably be thought to bear on the auditor’s indepen­
dence. The Practice Alert provides examples of certain relation­
ships that may be thought to bear on the auditor’s independence, 
safeguards to ensure independence, a sample letter to an audit 
committee, and other implementation guidance. Practice Alert 
99-1 can be obtained at the AICPA Web site on the “SEC Prac­
tice Section” page.
Practice A le rt 99 -2, How the Use of a Service Organization Affects 
Internal Control Considerations
This Practice Alert helps auditors consider the guidance in SAS No. 
70, Reports on the Processing o f Transactions by Service Organizations 
(AICPA, Professional Standards, vol. 1, AU sec. 324), and the impli­
cations that a service organization may have to their audits. The 
Practice Alert addresses topics such as when the user auditor’s 
planning should consider the guidance in SAS No. 70, factors to 
consider in assessing control risk, kinds of SAS No. 70 reports, 
and considerations in using the reports. Practice Alert 99-2 can 
be obtained at the AICPA Web site at www.aicpa.org/pubs/ 
cpaltr/index.htm (go to July/August CPA Letter).
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SAS N o . 8 7 Reminder
SAS No. 87, Restricting the Use o f an Auditors Report (AICPA, 
Professional Standards, vol. 1, AU sec. 532), is effective for reports 
issued after December 31, 1998. You should be alert to any SAS 
No. 87-required changes to reports you may be issuing. In par­
ticular, SAS No. 87 modifies the following reports located in the 
AICPA insurance-related audit and accounting guides—
Title of Guide
Location in Title or
the Guide Description of Report
A udits o f  Property and 
L iab ility  Insurance 
C om p an ies
A udits o f  Property and 
L iab ility  Insurance
A udits o f  S tock  Life 
Insurance C om p an ies
Paragraph 9 .1 8  U n qualified  report on  statutory
financial statem ents prepared  in 
conform ity  w ith prescribed-or- 
perm itted  statutory  accoun tin g 
practices
Paragraph 9 .2 7  Special R eport on  Loss Reserves
Paragraph 18 o f  
appen dix  P o f  S O P  
95-5, Auditor's Report­
ing on Statutory Fi­
nancial Statements o f  
Insurance Enterprises
U nqualified Report on Statutory 
F inancial S tatem ents Prepared 
in C on form ity  W ith Prescribed- 
or-Perm itted Statutory A ccount­
ing Practices
Proposed Statem ent on Auditing Standards— Auditing 
Financial Instruments
In June 1999, the Auditing Standards Board (ASB) issued an expo­
sure draft of a proposed SAS titled Auditing Financial Instruments. 
The proposed SAS would supersede SAS No. 81, Auditing 
Investments (AICPA, Professional Standards, vol. 1, AU sec. 532), 
and provide updated guidance on planning and performing au­
diting procedures for financial statement assertions about finan­
cial instruments.
The ASB expects to issue a final standard during the first quarter 
o f 2000. The exposure draft can be ordered from the AICPA 
Order Department by requesting Product No. 800131kk and can 
be downloaded from the AICPA Web site at www.aicpa.org/ 
members/div/auditstd/drafts.htm.
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Practice Aid Guidance to Accompany New SAS
We are developing a Practice Aid that will provide guidance on 
how to apply the proposed SAS to assertions about specific kinds 
of financial instruments and assertions based on specific account­
ing requirements. Excerpts from and information about the Prac­
tice Aid are available on the AICPA Web site. We plan on 
publishing the Practice Aid at the same time the ASB issues the 
proposed Statement.
Executive Summary— Auditing and Attestation Pronouncements 
and Guidance Update
• Practice Alert 98-2, Professional Skepticism and Related Topics
• Practice Alert 98-3, Revenue Recognition Issues
• Practice Alert 99-1, Guidance for Independence Discussions with Audit 
Committees
• Practice Alert 99-2, How the Use of a Service Organization Affects 
Internal Control Considerations
• You should be alert to any SAS No. 87-required changes to reports 
you may be issuing.
• Proposed Statement on Auditing Standards, Auditing Financial 
Instruments
Accounting Pronouncements and Guidance Update
What new accounting pronouncements and other matters do you need 
to be aware of?
For a full listing of recently issued accounting standards, read the 
general Audit Risk Alert— 1999/2000 (Product No. 022250kk).
FAS B  Statem ent N o . 1 3 5 , Rescission of FASB Statement No.  75 and 
Technical Corrections
This Statement rescinds FASB Statement No. 75, Deferral o f the 
Effective Date o f Certain Accounting Requirements for Pension Plans 
o f State and Local Governmental Units. This Statement also 
amends FASB Statement No. 35, Accounting and Reporting by
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Defined Benefit Pension Plans, to exclude from its scope plans that 
are sponsored by and provide benefits for the employees of one or 
more state or local governmental units.
This Statement also amends other existing authoritative literature 
to make various technical corrections, clarify meanings, or de­
scribe applicability under changed conditions. FASB Statement 
No. 135 is effective for financial statements issued for fiscal years 
ending after February 15, 1999. Earlier application is encouraged.
FA S B  Statem ent N o . 1 3 6 , Transfers of Assets to a Not-for-Profit 
Organization or Charitable Trust that Raises or Holds Contributions 
for Others
This Statement establishes standards for transactions in which an 
entity—the donor—makes a contribution by transferring assets to a 
not-for-profit organization or charitable trust— the recipient 
organization— that accepts the assets from the donor and agrees to 
use those assets on behalf of or transfer those assets, the return on in­
vestment of those assets, or both to another entity—the beneficiary— 
that is specified by the donor. It also establishes standards for 
transactions that take place in a similar manner but are not contribu­
tions because the transfers are revocable, repayable, or reciprocal.
This Statement incorporates without reconsideration the guidance 
in FASB Interpretation No. 42, “Accounting for Transfers of Assets 
in Which a Not-for-Profit Organization Is Granted Variance 
Power,” and supersedes that Interpretation. This Statement is effec­
tive for financial statements issued for fiscal periods beginning after 
December 15, 1999, except for the provisions incorporated from 
Interpretation 42, which continue to be effective for fiscal years end­
ing after September 15, 1996. Earlier application is encouraged.
FA S B  Statem ent N o . 1 3 7 , Accounting for Derivative Instruments 
and Hedging Activities— Deferral of the Effective Date of FASB 
Statement No. 133
FASB Statement No. 137 delays the effective date of FASB State­
ment No. 133 for one year, to fiscal years beginning after June 15, 
2000. The delay applies to quarterly and annual financial statements.
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FAS B  Interpretation N o . 4 3 , Real Estate Sales
This Interpretation o f FASB Statement No. 66, Accounting for 
Sales o f Real Estate, clarifies that the phrase “all real estate sales” 
includes sales o f real estate with property improvements or inte­
gral equipment that cannot be removed and used separately from 
real estate without incurring significant costs. The Interpretation 
is effective for all sales o f real estate with property improvements 
or integral equipment entered into after June 30, 1999.
E IT F  Consensus Positions
Presented below are recent EITF Issues that may be o f interest to 
CPAs involved in the insurance industry. These issues are located 
in the FASB E IT F  Abstracts.
• Topic No. D-79, Accounting for Retroactive Insurance Con­
tracts Purchased by Entities Other Than Insurance Enterprises
• ETIF Issue No. 99-2, Accounting for Weather Derivatives
• ETIF Issue No. 99-4, Accounting for Stock Received from the 
Demutualization o f a M utual Insurance Company
Accounting and Auditing Guide Life and Health Insurance Entities
On September 4, 1998, the AICPA released for public comment a 
proposed Audit and Accounting Guide Life and Health Insurance 
Entities (the Guide). The proposed Guide would supersede the 
AICPA Industry Audit Guide Audits o f Stock Life Insurance Companies.
The proposed Guide discusses those aspects o f accounting and au­
diting unique to life and health insurance entities and was devel­
oped to assist life and health insurance entities in preparing 
financial statements in conformity with GAAP and to assist inde­
pendent auditors in auditing and reporting on those financial 
statements. In addition, the proposed Guide contains significant 
discussions o f current SAP that includes laws, regulations, and ad­
ministrative rulings adopted by the various states that govern the 
operations and reporting requirements of life insurance entities.
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The proposed Guide also incorporates accounting and financial 
reporting requirements issued by the FASB and AcSEC since the 
issuance o f the AICPA Industry Audit Guide Audits o f Stock Life 
Insurance Companies. Also incorporated in this proposed Guide 
are new auditing standards issued by the ASB since the issuance of 
the pronouncements that the proposed Guide would supersede.
AcSEC approved the Guide for final issuance in March 1999. 
Approval for final issuance also needs to be obtained from the 
FASB. The final Guide is expected to be issued during the first 
quarter o f 2000.
Deferred Acquisition Costs on Internal Replacem ents
On June 25, 1999, the AICPA Insurance Companies Committee 
issued a Discussion Paper on the accounting by insurance enter­
prises for DAC on internal replacements. The intent of this Dis­
cussion Paper is to determine whether diversity exists with regard 
to the accounting by life insurance enterprises for internal replace­
ments other than those covered by FASB Statement No. 97, and if 
so, whether accounting guidance should be provided. The Discus­
sion Paper was distributed to financial statement preparers, users, 
and other interested individuals and organizations for comment.
After considering the comments received, a task force of AcSEC 
will determine whether authoritative guidance is needed.
Proposed Elim ination of Pooling-of-interests Accounting
The FASB has issued a proposal for public comment that would, 
among other things, eliminate the pooling-of-interests method of 
accounting for business combinations. The FASB tentatively de­
cided that using the purchase method is preferable to allowing 
more than one method to be used when businesses combine. The 
change will be effective for business combinations initiated after 
the FASB issues a final standard on the issues, which is expected 
to be late in 2000.
For information on this issue, visit the FASB’s Web site at 
www.fasb.org.
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Executive Summary— Accounting Pronouncements and 
Guidance Update
• FASB Statement No. 135, Rescission of FASB Statement No. 75 and 
Technical Corrections
• FASB Statement No. 136, Transfers of Assets to a Not-for-Profit 
Organization or Charitable Trust that Raises or Holds Contributions 
for Others
• FASB Statement No. 137, Accounting for Derivative Instruments and 
Hedging Activities—Deferral of the Effective Date of FASB Statement 
No. 133—an amendment of FASB Statement No. 133
• FASB Interpretation No. 43, Real Estate Sales
• New Accounting and Auditing Guide Life and Health Insurance 
Entities in process
• Discussion paper on DAC on internal replacements released
• The FASB has issued a proposal for public comment that would 
eliminate the pooling-of-interests method of accounting for business 
combinations.
Places to Find Additional Guidance
What organizations can provide information about the industry?
Further information on matters addressed in this Audit Risk 
Alert is available through various publications and services listed 
at the end of this document. Many nongovernment and some 
government publications and services involve a charge or mem­
bership requirement.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services re­
quire the user to call from the handset o f the fax machine, others 
allow the user to call from any phone. Most fax services offer an 
index document, which lists titles and other information describ­
ing available documents.
Many private companies, professional and trade associations, and 
government agencies allow users to read, copy, and exchange in­
formation electronically through the Internet.
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Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
This Audit Risk Alert replaces the Insurance Industry Develop­
ments— 1998/99 Audit Risk Alert.
Help Desk—Practitioners should also be aware of the eco­
nomic, industry, regulatory, and professional developments de­
scribed in the general Audit Risk Alert—1999/2000 (Product 
No. 022250kk) and Compilation and Review Alert—1999/2000 
(Product No. 022240kk), which may be obtained by calling 
the AICPA Order Department at (888)-777-7077.
The Insurance Industry Developments Alert is published annually. 
As you encounter audit or industry issues that you believe war­
rant discussion in next year’s Alert, please feel free to share those 
with us. Any other comments that you have about the Audit Risk 
Alert would also be appreciated. You may email these comments 
to RDurak@aicpa.org, or write to:
Robert Durak, CPA 
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, N J 07311-3881
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A P P E N D IX
Federal Money Laundering Regulations
The Bank Secrecy Act (BSA), enacted to address the problem of 
money laundering, authorizes the U.S. Department of the Treasury 
to issue regulations requiring financial institutions to file reports, 
keep certain records, implement anti-money laundering programs 
and compliance procedures, and report suspicious transactions to 
the government (see 31 CFR Part 103). Failure to comply with 
BSA reporting and recordkeeping provisions may result in the as­
sessment of severe penalties. Insurance companies are defined as fi­
nancial institutions under the Act (Title 31 USC 5312(a)(M)), but 
are not currently required to report suspicious activity either by 
employees or by customers, to the Treasury Department. However, 
the Treasury Department encourages insurance companies to vol­
untarily file reports regarding suspicions of money laundering and 
related financial crime, and many insurance companies are volun­
tarily complying with this provision. Insurance subsidiaries of bank 
holding companies are required to report suspicious activity by the 
Federal Reserve (12 CFR 225). The Annunzio-Wylie Anti-Money 
Laundering Act of 1992 provides a safe harbor from civil liability 
for reporting financial institutions.
IRS regulations require insurance companies to file reports for 
cash transactions greater than $10,000 (26 U SC 6050I). BSA 
rules governing the reporting o f international transportation of 
currency or monetary instruments (CM IRs - Customs Form 
4790) and foreign bank and financial accounts (FBARs - Treasury 
Form T D F 90-22.1) have not been modified since 1989 and 
1987, respectively. However, on January 16, 1997 (see Federal 
Register) Treasury issued a proposal to expand the statutory defi­
nition of monetary instruments to include foreign bank drafts.
According to the National Association o f Attorneys General, 
thirty states have enacted legislation prohibiting money launder­
ing. More states are currently considering such legislation.
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On July 13, 1998 the European Union proposed expanding the 
scope of Directive 91/308/EEC to require auditors and lawyers to 
report suspicious activity. This proposal, if implemented as pro­
posed, would apply to the audits o f European operations and 
subsidiaries of U.S. insurance companies.
For copies o f BSA forms mentioned above and more information re­
garding anti-money laundering issues as they affect investment com­
panies, consult the FinCEN Web site at www.ustreas.gov/fincen.
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